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Canada’s Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada’s experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada's inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.* These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand and 
the economy's production capacity is, over time, the pri- 
mary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report 
(MPR) is a key element of this approach. Policy decisions 
are typically announced on eight pre-set days during the 
year, and full updates of the Bank’s outlook, including 
risks to the projection, are published four times per year 
in the MPR. 


Inflation targeting is symmetric and flexible 


Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


Canada's inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CPI| com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Control Target (8 November 2011) and 
Renewal of the Inflation-Control Target: Background Information—November 20171, which are both available on the Bank’s website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 
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Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Jean Boivin and Agathe Cété. 


This report includes data received up to 13 January 2012. 


Today, our demographics have turned, our productivity growth has 
slowed and the world is undergoing a competitive deleveraging. 

We might appear to prosper for a while by consuming beyond our 
means. Markets may let us do so for longer than we should. But 

if we yield to this temptation, eventually we, too, will face painful 
adjustments. It is better to rebalance now from a position of strength; 
to build the competitiveness and prosperity worthy of our nation. 


— Mark Carney 


Governor, Bank of Canada 
12 December 2011 
Toronto, Ontario 
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Overview 


The outlook for the global economy has deteriorated and uncertainty has 
increased since October. The sovereign debt crisis in Europe has intensi- 
fied, conditions in international financial markets have tightened and risk 
aversion has risen. The recession in Europe is now expected to be deeper 
and longer than the Bank had anticipated. The Bank continues to assume 
that European authorities will implement sufficient measures to contain the 
Crisis, although this assumption is clearly subject to downside risks. In the 
United States, while the rebound in real GDP during the second half of 2011 
was stronger than anticipated, the Bank expects the recovery will proceed 
at a more modest pace going forward, owing to ongoing household delever- 
aging, fiscal consolidation and the spillovers from Europe. Chinese growth 
is decelerating, as expected, toward a more sustainable pace. Commodity 
prices—with the exception of oil—are expected to be below the levels antici- 
pated in October through 2013. 


The Bank’s overall outlook for the Canadian economy is little changed from 
October. While the economy had more momentum than anticipated in the 
second half of 2011, the pace of growth going forward is expected to be 
more modest than previously envisaged, largely due to the external environ- 
ment. Prolonged uncertainty about the global economic and financial 
environment is likely to dampen the rate of growth of business investment, 
albeit to a still-solid pace. Net exports are expected to contribute little to 
growth, reflecting moderate foreign demand and ongoing competitiveness 
challenges, including the persistent strength of the Canadian dollar. In con- 
trast, very favourable financing conditions are expected to buttress con- 
sumer spending and housing activity. Household expenditures are expected 
to remain high relative to GDP and the ratio of household debt to income is 
projected to rise further. 


The Bank estimates that the economy grew by 2.4 per cent in 2011 and 
projects that it will grow by 2.0 per cent in 2012 and 2.8 per cent in 2013. 
While the economy appears to be operating with less slack than previ- 
ously assumed, given the more modest growth profile, the economy is only 
anticipated to return to full capacity by the third quarter of 2013, one quarter 
earlier than was expected in October. 


The dynamics for inflation are similar to those anticipated in October, 
although the profile for inflation is marginally firmer. Both total and core 
inflation are expected to moderate in 2012 and subsequently rise, reaching 
2 per cent by the third quarter of 2013 as excess supply is slowly absorbed, 
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labour compensation grows modestly and inflation expectations remain 
well-anchored. 


Several significant upside and downside risks are present in the inflation 
outlook for Canada. 


The three main upside risks to inflation in Canada relate to the possibility 
of stronger-than-expected inflationary pressures in the global economy, 
stronger-than-expected growth in the U.S. economy and stronger 
momentum in Canadian household spending. 


The two main downside risks to inflation in Canada relate to sovereign debt 
and banking concerns in Europe and the possibility that growth in Canadian 
household spending could be weaker than projected. 


Overall, the Bank judges that these risks are roughly balanced over the pro- 
jection horizon. 


Reflecting all of these factors, on 17 January, the Bank maintained the target 
for the overnight rate at 1 per cent. With the target interest rate near historic 
lows and the financial system functioning well, there is considerable mon- 
etary policy stimulus in Canada. The Bank will continue to monitor carefully 
economic and financial developments in the Canadian and global econ- 
omies, together with the evolution of risks, and set monetary policy con- 
sistent with achieving the 2 per cent inflation target over the medium term. 
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The Global Economy 


The outlook for the global economy has deteriorated and uncertainty has 
increased since the October Monetary Policy Report (Table 1). The sovereign Since October, the outlook for the 
debt crisis in Europe and the associated pressures on the banking sector global economy has deteriorated and 
have intensified, and the global ramifications through financial, trade and uncertainty has increased 
confidence effects are expanding. Conditions in international financial mar- 

kets have tightened and risk aversion has increased, weighing on the pros- 

pects for global economic growth. Limited progress in rebalancing world 

demand is also contributing to the global slowdown as deficient demand in 

the major advanced economies is not being sufficiently offset by increased 

demand from emerging-market economies. Overall, global economic growth 

is projected to average roughly 3 per cent per year through 2013. 


Table 1: Projection for global economic growth 


Share of real global Projected growth (per cent) 
GDP* (per cent) 2010 2011 2012 2013 
United States ZA 3.0 (3.0) 1.8 (1.7) 2.0 (1.7) 22 (B38) 
Euro area 16 Usted (lez) dS es) -1.0 (0.2) 0.9 (1.5) 
Japan 6 4.5 (4.0) -0.8 (-0.6) 1.9 (2.0) 437 (2:5) 
China 11 10.4 (10.4) 9.1 (9.1) 8.2 (8.2) 8.0 (8.2) 
Rest of the world 46 5.8 (5.7) 4.2 (4.3) Galn(Geo) 3.2 (3.4) 
World 100 5.2(5.4) 3.7 (3.8) 2.9 (3.1) 3.3 (3.7) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2010. Source: IMF, WEO, September 2011 


b. Numbers in parentheses are projections used for the October 2011 Monetary Policy Report. 
Source: Bank of Canada 


The recession in the euro area is now expected to last longer and to be some- 


what deeper than anticipated in the October Report, owing to tighter credit The recession in the euro area is now 
conditions, additional fiscal austerity measures and more negative confidence expected to last longer and to be 
effects. The Bank’s base-case scenario assumes that European authorities somewhat deeper 


will implement the measures required to contain the crisis, thus supporting a 
gradual recovery in economic growth beginning in late 2012. In the United 
States, economic conditions have improved in recent months, with better- 
than-anticipated growth in real GDP in the second half of 2011 and some 
recovery in consumer confidence. Nonetheless, growth in U.S. economic 
activity is expected to be relatively modest through 2013, owing to ongoing 
household deleveraging, fiscal consolidation and negative spillover effects 
from the European crisis. Growth in emerging-market economies has slowed, 
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In the United States, economic 
conditions have improved in 
recent months 
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Chart 1: Global inflation pressures have begun to moderate 
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Sources: Statistics Canada, U.S. Bureau of Labor Statistics, Eurostat, National Bureau of Statistics of China 
and Instituto Brasileiro de Geografia e Estatistica Last observations: November and December 2011 


Chart 2: Central banks in some advanced economies have provided further 
monetary stimulus 


Policy interest rates, daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent 
to arrange of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for 
its policy rate of 0.0 to 0.25 per cent since 16 December 2008. 

Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank and Bank of Japan Last observation: 13 January 2012 


as expected, and is projected to moderate further toward a more sustain- 
able—yet still robust—pace, in response to past tightening in domestic mon- 
etary policy and weaker global demand. Declines in commodity prices in the 
second half of last year and decreasing momentum in the global economy 
have begun to dampen inflation pressures (Chart 1). 


Faced with subdued prospects for growth and diminishing inflation pres- 
sures, central banks in some advanced economies have provided additional 
monetary stimulus by lowering policy interest rates or engaging in further 
quantitative easing (Chart 2 and Chart 3). They have also adopted addi- 
tional measures to provide liquidity support to the financial system. Central 
banks in a number of emerging-market economies have also begun to 
loosen monetary policy, reversing earlier policy tightening. 
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Chart 3: Some central banks have expanded their balance sheets further 
Change in total central bank assets relative to GDP 


Percentage points 


United States Euro area@ United Kingdom Japan 
Wl 2007Q2-2011Q2 MSS 2011Q2-201104 


a. The bar for the euro area represents balance-sheet changes of the European Central Bank and 
national central banks of those European member states whose currency is the euro. 
Sources: U.S. Bureau of Economic Analysis; U.S. Federal Reserve; 
Eurostat; European Central Bank; U.K. Office for National Statistics; 
Bank of England; Cabinet Office, Government of Japan; and Bank of Japan Last observation: 201104 


Global Financial Conditions 


Conditions in global financial markets have tightened in recent months as 
the sovereign debt crisis in the euro area has deepened and banking sector 
stress has remained elevated. Tensions in euro-area government debt mar- 
kets have escalated since the October Report. Bond spreads in some of the 
region’s largest economies have risen, and yields for most of the peripheral 
sovereigns have reached post-euro record highs (Chart 4 and Chart 5). In 
contrast, yields on government bonds in the United States, Germany anda 
number of other developed economies have continued to fall as investors 
shift toward safer and more-liquid assets (Chart 6). 


Conditions in global short-term bank funding markets have generally 
deteriorated because of developments in Europe." In particular, most 
European banks have been shut out of unsecured term-funding markets 
(Technical Box 1) in light of their significant exposure to euro-area sover- 
eign debt, large recapitalization needs and major funding requirements. As 
a result, the European Central Bank (ECB) has provided increased liquidity 
to the European banking system against an expanded range of eligible 
collateral for periods of up to three years. European banks have also 
experienced severe difficulty accessing U.S.-dollar funds to finance their 
foreign-denominated assets. To alleviate these funding pressures, existing 
arrangements for temporary U.S.-dollar liquidity swaps between the U.S. 
Federal Reserve and five major central banks have been extended, and 
the rate on these arrangements has been reduced.” As a contingency 
measure, these central banks have also agreed to establish a network of 
temporary bilateral liquidity swap arrangements so that liquidity can be 
provided in each jurisdiction, in any of their currencies, should market 
conditions warrant. 


1 The difference between interbank offered rates and their respective overnight index swap rates has 
reached its highest level since July 2009 in both the United States and Europe. 


2 The five major central banks are the European Central Bank and the central banks of the United Kingdom, 
Japan, Switzerland and Canada. The swap arrangements between these banks and the U.S. Federal Reserve 
were extended through 1 February 2013, and the rate on any drawing was reduced by 50 basis points. 


Conditions in global financial markets 
have tightened in recent months 


Investors have shifted toward safer and 
more-liquid assets 
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Chart 4: Tensions have escalated in funding markets for some larger 
euro-area sovereigns ... 
Yields on 10-year sovereign bonds, daily data 
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Chart 5: ... while bond yields for most euro-area peripheral sovereigns 


have reached record highs 
Yields on 10-year sovereign bonds, daily data 
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Note: Due to data limitations, yields on 9-year sovereign bonds are used for Ireland. 
Source: Bloomberg Last observation: 13 January 2012 


Rising investor anxiety has also affected other asset classes, albeit to a 
lesser extent. Issuance of U.S. corporate debt has rebounded since the 
October Report, although credit spreads have remained at wider levels 
than in the first half of 2011. Global equity indexes are generally unchanged 
since late October but have shown considerable volatility (Chart 7), while 
European financial subindexes have declined significantly. 


The deterioration in financial conditions is projected to persist for some time 
The deterioration in financial conditions —_ and to be increasingly transmitted to households and businesses through 

is projected to persist for some time tighter borrowing conditions. Financial conditions are expected to improve 
in 2013, supported by a rebound in global economic activity. 
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Chart6: Government bond yields in major economies have declined 
since the last Report 
Yields on 10-year government bonds, daily data 
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Chart 7: Equity indexes have shown considerable volatility since October 
Indexes (1 January 2011 = 100), daily data 
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Technical Box 1 


Euro-Area Financial Conditions and Spillover Effects 


Concerns about the impact of the sovereign debt crisis on 
European banks have escalated. Banks from crisis countries 
have relied heavily on borrowing from the European Central 
Bank (ECB), since many of them cannot access unsecured 
funding markets (Chart1-A). Moreover, the strong response 
to the ECB’s three-year liquidity operation in December 
suggests that an increasing number of European banks face 
funding strains. They also continue to experience severe 
U.S.-dollar funding pressures, as evidenced by the rising 
cost of borrowing U.S. dollars on the foreign exchange swap 
market (Chart1-B). 


The spillovers into North American bank funding markets 
have thus far been relatively contained. Nevertheless, there 
is evidence of credit tiering for U.S. banks in unsecured 
term-funding markets. Moreover, the timing and pricing of 
new debt issues have been heavily influenced by shifting 
sentiments in global markets. Canadian banks continue to 
have solid access to term-funding markets, both in Canadian 
and U.S. dollars. 


Thus far, the impact on global financial conditions from the 
strains in Europe has consisted mostly of a general retrench- 
ment from risk-taking. Over the projection period, the 
impact is expected to become more widespread, however, 
and to take the form of increased funding pressures, adverse 
confidence effects and reduced availability of credit. In 
particular, deteriorating funding conditions are projected to 
push banks to restrict access to credit for households and 
businesses in Europe and the United States, adding to the 
drag on economic growth.! 


To alleviate concerns over bank solvency, European author- 
ities have required banks to increase their core Tier 1 capital 
ratios to 9 per cent by the end of June 2012. To improve their 
capital positions in a difficult environment for raising capital 
from private sources, a number of European banks have 
announced plans to sell assets, notably in their “non-core” 
business lines (e.g., capital market activities, investment 
banking and lending in “non-core” markets).? Balance-sheet 
deleveraging by European banks is projected to affect finan- 
cial and economic conditions, both in the euro area and 
globally. Eastern European countries are particularly vulner- 
able to a decline in credit supply, since Western European 


1 The October 2011 euro-area Bank Lending Survey indicates that euro- 
area banks have tightened their lending standards. 


2 The European Banking Authority estimates that European banks face a 
total capital shortfall of €114.7 billion to achieve the 9 per cent target for 
their core Tier 1 capital ratios. This new figure is slightly higher than the 
€106 billion estimate released at the end of October, with German banks 
experiencing the largest increase. In an extreme scenario where banks 
would aim to achieve this target only by selling assets (i.e., without raising 
equity or using retained earnings to boost their capital positions), they 
could sell up to €2.8 trillion of assets. 
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banks provide close to 40 per cent of their total credit 
(Table1-A). With European banks accounting for a notice- 
able share of total lending in the United States, especially for 
business credit, the U.S. supply of credit is also expected to 
decline. This drop, in combination with confidence effects 


Chart 1-A: Banks from euro-area crisis countries have relied 
heavily on borrowing from the European Central Bank 
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a. For Ireland and Greece, the figures include both liquidity provided through 
refinancing operations and liquidity provided by national central banks 
through their Emergency Liquidity Assistance programs. 

Sources: Banco de Espafa, 

Banco de Portugal, 

Central Bank of Ireland, 


Bank of Greece and Banca d’Italia 


Last observations: 

December 2011 for Italy and Portugal, 
November 2011 for Spain and Ireland, 
October 2011 for Greece 


Chart 1-B: U.S.-dollar funding markets for European banks 
are experiencing acute tensions 


Spreads between 3-month U.S.-dollar bank borrowing rates 
and U.S. 3-month overnight index swaps 
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Source: Bloomberg Last observation: 13 January 2012 


Technical Box 1 (continued) 


and weaker economic prospects, is projected to constrain world GDP by somewhat more than 1 per cent by the end 
growth in business investment.? of 2012, including reductions of 0.8 per cent in the United 
States and 0.6 per cent in Canada. These estimates include 
both direct trade effects and indirect spillovers owing to 
increased funding pressures, lower confidence and reduced 


3 The Federal Reserve’s 2011Q3 Senior Loan Officer Opinion Survey sug- availability of credit. 
gests that, to date, signs of tightening have been observed for foreign 
banks only (for lending standards on commercial and industrial loans). 


Overall, the crisis in the euro area is projected to dampen 
global economic growth considerably, reducing the level of 


Table 1-A: Foreign claims of European banks on selected countries or groups of countries (2011Q2) 


Eastern European 
emerging-market economies? 


Brazil, Russia, India and China United States 


Aggregate 
foreign claims of 
European banks 


On On non-bank 
banks private sector 


On non-bank 
private sector 


On non-bank 
private sector 


On banks 


As a percentage 
of total credit® 38.0 23.3 6.4 1.6 3.4 17.6 63,6) 10.7 
US$ millions 654,552 400,443 999,222 | 247,728 525,846 3,782,796 | 705,590 2,303,319 


a. Czech Republic, Poland and Turkey 
b. Total credit is calculated as the sum of domestic credit (IMF data) and the total foreign claims of the 24 reporting countries (BIS data). 


Sources: International Monetary Fund International Financial Statistics and Bank for International Settlements 


Euro Area 

Recent economic indicators suggest that the euro area entered a recession 

in the fourth quarter of 2011. Purchasing managers indexes have fallen Recent economic indicators suggest 
below the threshold that divides growth from contraction (Chart 8), and that the euro area has entered a 
confidence indicators have declined to levels typically seen during reces- SAREE) 


sions. Unemployment rates have started to rise (particularly in the periphery) 
from already-elevated levels. Worsening economic conditions and increased 
borrowing costs have further weakened public finances and heightened 
concerns about bank balance sheets, even though a number of countries, 
including France, Italy and Spain, have adopted additional fiscal austerity 
and structural reform measures (Technical Box 2). Faced with higher 
funding costs, European banks are restricting access to credit and charging 
higher interest rates on loans to businesses and households (Chart 9). The 
adverse feedback loop between economic weakness, sovereign debt vul- 
nerabilities and financial sector strains has thus become more entrenched. 
Growing excess supply and declines in commodity prices are expected to 
dampen inflation pressures throughout most of the region. 


In addition to measures aimed at supporting the financial system, the ECB has 
reduced its policy interest rate by 50 basis points, given the recent deterioration 
in economic activity. In an effort to restore financial stability and confidence, 
European policy-makers have announced a number of initiatives, including 
increased private sector debt relief for Greece, a higher requirement for core 
Tier 1 capital ratios for banks, an earlier starting date for the European Stability 
Mechanism and a new Fiscal Compact to enhance fiscal discipline.* 


Economic prospects in the euro area have diminished further since the 
October Report and continue to be subject to a high degree of uncertainty. 
The Bank’s base-case projection assumes that European authorities will 


3 Annual structural deficits of euro-area member states would be constrained to a maximum of 0.5 per 
cent of GDP. This rule has not yet been ratified at the individual country level. 
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Chart 8: Inthe euro area, purchasing managers indexes point to a contraction 
in activity 
Manufacturing purchasing managers indexes, monthly data 
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Note: The purchasing managers index (PMI) is a composite diffusion index of manufacturing conditions. 
A reading above (below) 50 indicates an improvement (a deterioration) in overall business conditions in the 
manufacturing sector compared with the previous month. 

Source: Markit Last observation: December 2011 


Chart 9: Euro-area banks are restricting access to credit 
Net percentages of banks contributing to credit tightening for enterprises 


Factors contributing to credit tightening 
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Note: Data reflect responses to the euro-area Bank Lending Survey. “Actual tightening” refers to the 
tightening that has already occurred, while “expected tightening” refers to the additional tightening 
anticipated by banks. 

Source: European Central Bank Last observation: 2011Q3 


implement sufficient measures to contain the crisis, although this assump- 
tion is clearly subject to downside risks. The ongoing recession is expected 
to last four quarters, resulting in a peak-to-trough decline in economic 
activity of close to 1.5 per cent. Deteriorating financial conditions, bank 
deleveraging, fiscal consolidation and large negative confidence effects are 
expected to lead to a contraction in domestic demand in 2012, and growth 
in exports is projected to slow notably, owing to weaker global demand. 
Economic outcomes are expected to vary widely across countries, however, 
with subdued growth in the core economies and a significant contraction 

in the periphery. A modest recovery is expected to begin in the euro area in 
late 2012 as financing conditions begin to improve and confidence gradually 
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Technical Box 2 


Fiscal Austerity in the Euro Area 


From an aggregate perspective, the euro area's public debt 
burden is lower than that of the United States and Japan. 
However, many individual countries have high public defi- 
cits and public debt levels well above 90 per cent of GDP." 
Similarly, while the aggregate current account deficit for 
the whole euro area is about 0.5 per cent of GDP, with a 
small net negative international investment position, there 
are significant variations at the country level (Table 2-A). 
Notably, some of the peripheral countries have had large 
negative net international investment positions of more 
than 20 per cent of GDP and sizable current account 
deficits, often in excess of 5 per cent of GDP, although 
these current account deficits have decreased markedly in 
recent months. 


Elevated debt levels, lack of competitiveness, prospects of 
sluggish growth and deteriorating fiscal positions (owing 
in part to upcoming age-related pressures) have led to 
substantial increases in sovereign borrowing costs and, 
consequently, to banking sector stress in many euro- 

area countries. To restore fiscal balance, most euro-area 
countries are introducing additional measures to promote 
fiscal austerity and structural reforms to generate growth 
and ensure a sustainable debt path.2 Announced austerity 
plans include a mix of pension reforms, tax increases and 
reductions in government spending, including lower public 
sector employment. Government spending cuts account 
for most of the planned fiscal adjustment, but sizable tax 


1 C. Reinhart and K. Rogoff find that debt starts to have adverse effects on 
growth when it exceeds 90 per cent of GDP (“Growth in a Time of Debt,” 
American Economic Review 100, no. 2 (2010): 573-78.) 


2 Moreover, increased fiscal discipline is being considered for the whole 
European Union, with the most recent EU summit calling for additional 
fiscal rules with greater centralized oversight of national budgets. 


Chart 2-A: Fiscal austerity measures are expected to reduce 
euro-area GDP growth in coming years 
Contribution to real GDP growth in percentage points, annual data 
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Source: Bank of Canada calculations and projections 


increases are being enacted in several countries as well. 
Structural reforms, announced or planned, generally focus 
on improving competition in product markets and flexibility 
in labour markets. 


Fiscal and structural reform policies will ultimately enhance 
euro-area growth by reducing borrowing costs, increasing 
the flexibility of the economy and improving productivity. In 
the near term, however, the prospects for economic growth 
in the euro area are already weak, and tightening fiscal 
policy will result in even slower growth. As Chart2-A shows, 
fiscal austerity creates a significant drag on GDP growth in 


(continued) 


Table 2-A: Euro-area internal imbalances have led to sizable fiscal-adjustment programs 


Average current 10-year bond Change in 10-year Total size of 
General account surplus/ spread relative bond spread since | announced fiscal 
government deficit, | Gross debt, 2010 deficit, 2005-10 to Germany 3 January 2011 adjustment, 2012-14 

Country 2010 (% of GDP) (% of GDP) (% of GDP) (basis points) (basis points)? (% of GDP) 
Italy 4.5 119 -2 486 305 i 
lreland® 32.0 95 =3 476 -89 8 
Spain 9.2 60 -8 343 94 44 
Greece 10.4 143 -12 2,957 1,997 12 
Portugal 9.4 93 -11 1,016 646 8 
Germany 
France 


a. As of 13 January 2012 
b. Figures for fiscal adjustments as a share of GDP are Bank of Canada calculations based on national government announcements, as well as IMF and OECD sources. 


c. Due to data limitations, yields on 9-year sovereign bonds are used for Ireland. 


d. Note that more recent announcements are not included in this figure, as details have not been provided. 


Sources: IMF World Economic Outlook database, September 2011, and Eurostat 
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Technical Box 2 (continued) 


the Bank's outlook, removing about O.7 percentage points 
from euro-area growth in 2012, 1.5 percentage points in 
2013 and 0.8 percentage points in 2014.3 In light of this 
deficiency in demand, the global rotation of demand (and 
hence greater demand for European exports) will be critical 
to support growth in the euro area during this period. 


The negative effects from austerity are not necessarily 
limited to their immediate impact on GDP—there is a risk that 
a negative feedback loop between weak economic growth, 
declining tax revenues, stress in the banking sector and rising 
borrowing costs could become more severe. Negative shocks 


3 Note that fiscal austerity will have a net negative effect on growth relative 
to a scenario where delayed fiscal consolidation does not negatively affect 
growth. 


to growth will lower tax revenues and may raise borrowing 
costs, exacerbating government deficits and increasing pres- 
sures on euro-area banks (since they have large exposures to 
sovereign debt). This in turn could create a need for greater 
austerity, which would further reduce GDP growth. 


Conversely, if too little fiscal consolidation is implemented, 
the outcome could be much worse. Insufficient or non-cred- 
ible commitments to fiscal and structural reforms risk loss 
of investor confidence and a rapid escalation of borrowing 
costs. Such a scenario would likely entail an even deeper 
recession and, ultimately, the need for more severe fiscal 
tightening and even debt writedowns. 


This dilemma underscores the importance of structural 
reforms to boost growth. 


recovers in response to the implementation of required policy measures and 
structural reforms. Overall, relative to expectations in the October Report, 
the level of real GDP in the euro area is projected to be about 1 per cent 
lower at the end of 2013. 


United States 


Recent economic activity in the United States has been stronger than 


Growth in U.S. real GDP rebounded in 
the second half of 2011, but is expected 
to proceed at a more modest pace 


anticipated. Boosted by higher consumer spending and business invest- 
ment, growth in real GDP rebounded to approximately 2.5 per cent in the 
second half of 2011. Despite this positive surprise, the U.S. recovery is 


expected to proceed at a more modest pace through 2012-13, with GDP 
growth averaging roughly 2 per cent per year, owing to headwinds from 
household deleveraging, fiscal consolidation and spillover effects from the 


European crisis. 


U.S. inflation pressures are projected to decrease in response to lower 
commodity prices and significant excess capacity. As a result, the Federal 
Reserve is expected to maintain very accommodative monetary condi- 
tions. Average annual GDP growth in the United States is projected to be 
slightly stronger in 2012 than anticipated in the October Report, mainly 
reflecting the rebound in growth in the second half of 2011 and reduced 
fiscal tightening. Growth in 2013 is, however, expected to be significantly 


weaker. 


Fiscal consolidation is projected to exert a drag on U.S. real GDP growth 


Fiscal consolidation is projected to 
exert a drag on U.S. real GDP growth 


amounting to about 0.8 percentage points in 2012 and about 2.5 percentage 
points in 2013 (Chart 10). The estimated impact in 2012 is smaller than was 


anticipated in the October Report, given improved prospects for the exten- 
sion of the payroll tax cuts and unemployment insurance benefits that were 
scheduled to expire at the end of 2011.4 The estimated drag in 2013 is larger, 


4 Although these measures have been renewed for two months, the Bank’s base-case scenario now 
assumes that they will be extended to the end of 2012. 
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Chart 10: Fiscal consolidation is projected to exert a drag on U.S. real GDP 
growth 


Annual data 


2010 2011 2012 2013 


M88 GDP excluding fiscal policy 28 Estimated contribution from fiscal policy 
-@® GDP 


Note: The contribution of fiscal policy to growth includes both direct government expenditures and the 
indirect effects on other components of aggregate demand. 
Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


however, reflecting the impact of spending cuts that are assumed to take 
place during 2013.° 


Consumption growth has been supported in recent months by declines in 
commodity prices from the peaks observed a year ago, as well as by an 
improvement in consumer confidence and the increased availability of motor 
vehicles at U.S. dealerships following the restoration of Japanese supply 
chains. Growth in personal disposable income has remained weak, how- 
ever, and the savings rate has fallen below the 5 per cent to 6 per cent range 
that the Bank expects will be needed to rebuild household balance sheets 
over the medium term (Chart 11). U.S. consumption is therefore expected 

to grow more modestly through 2013, as households renew efforts to repair 
their balance sheets in an environment of slowly improving labour market 
conditions and a persistent drag on incomes due to fiscal consolidation 
(Chart 12). In addition, U.S. banks are projected to tighten lending stan- 
dards for consumers and businesses in reaction to increased funding costs 
related to the European crisis. 


Restricted access to mortgage credit, together with an elevated inventory of 
foreclosed properties, is expected to keep the construction of new homes 
at a low level during most of 2012. Tighter financial conditions and high 
vacancy rates should also limit growth in the construction of non-residential 
structures over this period. A modest recovery is projected in both residen- 
tial and non-residential construction toward the end of 2012, when financial 
conditions are expected to improve. 


Exports and business investment in equipment and software are expected to 


continue to be important drivers of U.S. economic growth over the projection Exports and business investment in 
horizon, although their contribution is projected to decrease somewhat in 2012. equipment and software are expected 
Indeed, despite support from healthy corporate balance sheets, growth in to continue to be important drivers of 


U.S. economic growth 


5 In November 2011, the Joint Select Committee on Deficit Reduction announced that it had failed to 
agree on measures to lower the U.S. budget deficit by a minimum of US$1.2 trillion over the next nine 
years. As a result, sequestration of this amount has been triggered. According to the Budget Control 
Act of 2011, these cuts are to be implemented evenly between 2013 and 2021. 
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Chart 11: The U.S. savings rate has fallen below the level consistent with 
rebuilding household balance sheets? 
Personal savings as a percentage of personal disposable income, monthly data 
% 
9 


2007 2008 2009 2010 2011 


a. A savings rate of 5 per cent to 6 per cent is considered by the Bank to be consistent with the repair of 
U.S. household balance sheets over time. 
Source: U.S. Bureau of Economic Analysis Last observation: November 2011 


Chart 12: U.S. consumption is expected to grow modestly through 2013 
Index: 2007Q4 = 100, chained 2005 U.S. dollars, quarterly data 
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Note: Dotted lines indicate projections. 
Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


business investment is expected to be constrained during the year by uncer- 
tainty over prospects for future growth, tightening financial conditions and low 
rates of resource utilization. The pace of expansion in business investment is 
projected to improve in 2013 once these effects begin to dissipate. 


Growth in exports is expected to slow in 2012, owing to weaker growth in 
global demand as well as the recent appreciation of the U.S. dollar, which 
partly reflected international investor demand for the safety and liquidity 
of U.S. Treasury securities. Exports are projected to recover somewhat in 
2013, however, in response to a gradual strengthening in external demand. 
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Other Advanced Economies 


In Japan, activity related to reconstruction helped boost the growth of real 


GDP to 5.6 per cent in the third quarter of 2011. Real GDP growth moder- Real GDP growth in Japan is projected 
ated sharply in the fourth quarter of last year, however, and is projected to to average less than 2.0 per cent per 
average less than 2.0 per cent per year through 2013 as the impetus from year through 2013 as the impetus from 


the rebuilding of infrastructure wanes. At the same time, slowing external the rebuilding of infrastructure wanes 


demand and the recent sharp appreciation of the yen are expected to weigh 
on export growth. In reaction to the deceleration in economic activity, the 
Bank of Japan has further expanded the size of its asset-purchase program. 
The central bank also intervened in foreign exchange markets at the end of 
October to limit the rise of the yen. 


Real GDP growth in other advanced economies has slowed recently and 

is expected to be subdued in coming quarters, reflecting a weakening in 
external demand, declining household and business confidence, and con- 
tinued drag from fiscal consolidation. To counter the deterioration in eco- 
nomic conditions, monetary authorities in a number of countries, including 
Australia, Norway and Sweden, have lowered their policy interest rates. 
Some economies with significant trade and financial links with the euro area 
could experience a recession. Economic activity is expected to gather 
momentum toward the end of 2012, supported by a modest recovery in 
global growth and an improvement in confidence. 


Emerging-Market Economies 


Economic growth in China decelerated to 9.1 per cent in the third quarter 
of 2011 in response to the past tightening in monetary policy and slowing Economic growth in China decelerated 
external demand, especially from Europe, its most important trading to 9.1 per cent in the third quarter 
partner. Measures undertaken by the authorities to cool activity in the real 
estate sector have led to a softening in housing demand and a fall in 
property prices. Moderating food prices contributed to a marked decline 
in the overall inflation rate to 4.1 per cent in December from a recent peak 
of 6.5 per cent in July. With inflation pressures easing, Chinese authorities 


have shifted toward a more accommodative monetary policy stance and With inflation pressures easing, 

in December lowered the reserve requirement ratio for financial institu- Chinese authorities have shifted toward 
tions by 50 basis points. Growth in real GDP is nevertheless projected to a more accommodative monetary 
moderate to around 8 per cent over 2012-13. Structural reforms and a policy stance 


modest appreciation of the Chinese real exchange rate are expected to 
support a gradual rotation of demand away from investment and exports 
and toward consumption. 


Despite some slowing due to a moderation in global demand, real GDP 
growth in other emerging-market economies is expected to remain relatively 
strong, supported by an easing in monetary policy. This generally positive out- 
look is tempered, however, by the effects of increased risk aversion in global 
financial markets, which has led to capital outflows from some emerging- 
market economies, implying some tightening in credit conditions. Growth is 
projected to slow particularly rapidly in the countries of Central and Eastern 
Europe, since their exports are directed principally toward Europe and their 
financial systems are heavily dominated by Western European banks. 


Commodity Prices 


Prices for non-energy commodities are essentially unchanged since the 

October Report. While the prices of base metals and agricultural commod- Prices of non-energy commodities are 
ities have recovered somewhat in recent weeks following declines in late projected to fall in 2012 

2011, the prices of non-energy commodities are projected to fall in 2012 in 
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reaction to diminished prospects for global economic growth, before par- 
tially recovering in 2013 when global demand conditions begin to improve 
(Chart 13). This profile is lower over the projection horizon than had been 


anticipated in October. 


Prices for energy commodities have been mixed in recent months. Prices 
for West Texas Intermediate (WTI) crude oil have rebounded to roughly 
US$100 per barrel, reflecting low global inventories and geopolitical tensions. 


Chart 13: Prices for non-energy commodities have changed little since the 
October Report, but oil prices have increased 
Bank of Canada commodity price index (rebased to January 2003 = 100), monthly data 
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Chart 14: Prices for natural gas are projected to rise through 2013, 
but WTI oil prices are expected to decline 
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In addition, improved prospects for alleviating the inventory overhang in 
Cushing have led to a narrowing in the WTI-Brent spread to around US$10 
per barrel from US$24 per barrel in October. The latest futures curve suggests 
that WTI crude prices are projected to ease modestly through the end of 
2013, although prices are expected to remain above the levels anticipated at 
the time of the October Report (Chart 14). In contrast, natural gas prices in 
North America have fallen sharply in response to unseasonably warm weather, 
in an environment of persistent excess supply. While prices are projected to 
recover through 2013 based on the latest futures curve, the level of natural 
gas prices is expected to remain lower through 2013 than anticipated in the 
October Report. 


Implications for the Canadian Economy 


Despite the relatively subdued outlook for global economic growth, external 
demand for Canada’s exports, as indicated by the foreign activity measure, 
is projected to grow moderately in 2012 and to pick up further in 2013 in 
response to an improvement in U.S. residential construction and a rebound 
in the growth in U.S. business investment (Chart 15). Deteriorating eco- 
nomic conditions in Europe have a relatively modest impact on the foreign 
activity measure, given Canada’s limited direct trade links with Europe, and 
will affect Canadian exports primarily through their spillover effects on U.S. 
private domestic demand. Nonetheless, the crisis in Europe is expected to 
have an indirect impact on the Canadian economy through its implications 
for financial conditions, confidence and global commodity prices. 


The Bank of Canada’s commodity price index (BCPI) has declined since the 
October Report, owing mainly to the impact of lower natural gas prices, 
which has more than offset the effect of the higher price of WTI oil. Over the 
projection horizon, the BCPI is projected to increase as natural gas prices 
rise, despite expected declines in the prices of non-energy commodities 
and crude oil, but to remain somewhat below the levels anticipated in the 
October Report. 


Chart 15: The recovery in foreign activity is projected to continue 
Index: 2002 = 100, quarterly data 
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Note: Dotted line indicates projection. 

The foreign activity measure captures the composition of foreign demand for Canadian exports by 
including components of U.S. private final domestic demand and economic activity in Canada’s 
other trading partners. 

Source: Bank of Canada calculations and projections 
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The BCP is projected to increase as 
natural gas prices rise but to remain 
somewhat below the levels anticipated 
in the October Report 
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Chart 16: The Canadian dollar is relatively unchanged since the October Report 
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The Canadian dollar has averaged close to 98 cents U.S. since the 
December fixed announcement date and is assumed to remain at this level 
over the projection horizon (Chart 16). This is very close to the 99 cents U.S. 
level assumed in the October Report. 
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The Canadian Economy 


The Bank’s outlook for the Canadian economy is little changed relative to 


the October Report. Although growth in the second half of 2011 was The Bank’s outlook for the Canadian 
stronger than anticipated, the weaker external outlook is expected to affect economy is little changed relative to the 
the Canadian economy through confidence, financial and trade channels. October Report 


The Bank continues to expect that these headwinds will limit economic 
growth in Canada in 2012 to a modest pace, after which growth is projected 
to pick up as the global environment improves. Private domestic demand is 
anticipated to remain the primary driver of growth in Canada throughout the 
projection horizon, with relatively weak global economic growth and com- 
petitiveness challenges, including the persistent strength of the Canadian 
dollar, continuing to restrain net exports. 


Consistent with this outlook, the Bank continues to expect that the output gap 
will persist well into 2013. Excess supply in the economy, together with mod- 
erate growth in labour compensation and dissipating pressures from com- 
modity prices, is anticipated to result in a moderation in both total and core 


CPI inflation to below 2 per cent around mid-2012. This moderation is pro- Total and core CPI inflation are 
jected to be slightly less pronounced than in the October Report, partly expected to moderate to below 2 per 
reflecting some expected persistence in the slightly firmer prices seen cent around mid-2012 ... before 
recently for a few goods, as well as a slightly higher assumed path for oil returning gradually to 2 per cent over 


prices. Nonetheless, the broad profile for inflation in Canada is little changed, _—{" /@tter part of the projection horizon 


with the Bank projecting both total and core inflation to return gradually to 
2 per cent over the latter part of the projection horizon as slack in the 
economy is slowly absorbed and inflation expectations remain well anchored. 


Financial Conditions 


Despite the deterioration in global financial conditions, the aggregate supply 


and price of credit to businesses and households in Canada remain very The aggregate supply and price of 
stimulative (Chart 17), providing important ongoing support to the economic _— credit to businesses and households 
expansion. Both the Bank’s Senior Loan Officer Survey (available on the in Canada remain very stimulative 


Bank’s website under Publications and Research > Periodicals > 

SLOS 2011Q4) and the Business Outlook Survey (available on the Bank’s 
website under Publications and Research > Periodicals > BOS Winter 2011) 
suggested that business-lending conditions were little changed in the fourth 
quarter, after several quarters of sustained easing (Chart 18). Household 
credit remains readily available at very low rates. 


Canadian financial markets have been resilient in recent months. The 
S&P/TSX Composite Index is roughly unchanged since the October Report, 
as are the relative prices of Canadian bank equities (Chart 19). Canadian 
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Canadian banks remain well positioned 


to lend 
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Chart 17: Borrowing costs for households and businesses remain at 
exceptionally low levels 
Weekly data 
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—— Effective business interest rate = Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 13 January 2012 


Chart 18: Survey results suggest that credit conditions for Canadian firms 
were little changed in 2011Q4 
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conditions 

Source: Bank of Canada Last observation: 2011Q4 


corporate spreads have narrowed marginally and issuance has been rea- 
sonably healthy, while government bond yields have declined sharply, with 
the 10-year nominal yield falling below 2 per cent for the first time. This 

is partly due to sustained international demand for the debt of Canadian 
governments, banks and corporations, a sign that their credit quality is 
perceived to be high by global standards. 


In this context, Canadian banks remain well positioned to lend, with ready 
access to relatively low-cost funding across the term structure. This strong 
position has facilitated further declines in residential mortgage rates in 


BANK OF CANADA * MONETARY POLICY REPORT * JANUARY 2012 


Chart 19: Canadian bank equity indexes have outperformed foreign bank equity 
indexes on a relative basis 
Bank equity index/broad equity index (1 January 2011 = 100), daily data 
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Chart 20: Household credit growth has firmed while business credit growth 


has slowed 
3-month percentage change (at annual rates) 
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recent weeks, potentially adding to the recent momentum in the growth of 


household credit, which picked up through the autumn as resale housing The growth of household credit picked 


market activity strengthened (Chart 20). In contrast, the growth of business up through the autumn 
credit slowed in recent months despite the persistence of historically low 

borrowing costs, consistent with a slowing in the growth of business invest- 

ment amid heightened economic and financial uncertainty. 


Growth in the narrow monetary aggregates continued to rebound in the 
fourth quarter, reflecting some increase in liquidity preference, with height- 
ened uncertainty and low alternative rates of return likely playing a role. 
Growth in the broad monetary aggregates has also picked up, albeit to a 
lesser extent, remaining consistent with relatively subdued inflation pres- 
sures ahead. 
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The higher level of activity in Canada 
implies less slack in the economy 
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Estimated Pressures on Capacity 


The level of real GDP in the fourth quarter of 2011 was 0.6 percentage points 
higher than the Bank had projected in the October Report. Real GDP grew by 
3.5 per cent in the third quarter of 2011 and is estimated to have risen by 

2.0 per cent in the fourth quarter, above expectations in the October Report. 
These stronger results reflect a larger rebound from the temporary factors 
that had restrained growth earlier in the year, as well as greater momentum in 
household expenditures in Canada and stronger-than-anticipated activity in 
the United States. The resulting higher level of activity in Canada implies less 
slack in the economy than previously expected. The Bank’s conventional 


Chart 21: Excess supply persists in the Canadian economy 
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Chart 22: Labour market indicators have softened in recent months 
Monthly data, 3-month moving average 
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measure of the output gap has shown similar dynamics, narrowing to -0.7 per 
cent in the fourth quarter of 2011 (Chart 21). The Bank’s winter Business 
Outlook Survey also showed that the proportion of firms that would have 
difficulty responding to an unexpected increase in demand edged up relative 
to the previous survey, remaining at a level close to its historical average. 


In contrast, conditions in the labour market have softened in recent 
months. The unemployment rate rose through the fourth quarter to reach 
7.5 per cent in December, reflecting a decline in private sector employ- 
ment, and average weekly hours worked have fallen (Chart 22). While 
responses to the Bank’s winter Business Outlook Survey showed an 
increase in the proportion of firms reporting labour shortages, this propor- 
tion remains below its historical average. 


On balance, the Bank judges that the economy was operating at roughly 
three-quarters of a per cent below its production capacity in the fourth 
quarter of 2011, a smaller degree of slack than the Bank had anticipated in 
the October Report. 


Economic Activity 


The Bank expects modest growth in the Canadian economy in the first half of 
2012, after which growth is projected to improve (Chart 23). As in the October 
Report, this projection assumes that the crisis in Europe will be contained, 
eventually leading to reduced uncertainty and a gradual return of confidence. 
On an average annual basis, growth in real GDP is projected to moderate 
from 2.4 per cent in 2011 to 2.0 per cent in 2012, before picking up temporarily 
above the rate of the economy’s production potential to 2.8 per cent in 2013 
(Table 2). Private domestic demand, supported by accommodative domestic 
financial conditions, is expected to account for almost all of Canada’s eco- 
nomic growth over the projection horizon (Chart 24). 


This outlook for the Canadian economy is little changed from the October 
Report. While the economy had more momentum in the second half of 2011 
than anticipated, the projected pace of growth through 2012 is more modest 
than previously envisaged (Table 3). The weaker quarterly profile through 
2012 reflects more persistent uncertainty about the global economic and 


Chart 23: Real GDP growth is expected to pick up in the second half of 2012, 
resulting in a gradual absorption of excess supply 


2008 2009 2010 2011 2012 2013 


—— Year-over-year percentage change 
in real GDP 
--=- Base-case projection 


M8 Quarter-over-quarter percentage 
change in real GDP, at annual rates 
SAN Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Conditions in the labour market have 
softened in recent months 


The Bank judges that the economy was 
operating at roughly three-quarters of a 
per cent below its production capacity 
in the fourth quarter of 2011 


The Bank expects modest growth in 
the Canadian economy in the first half 
of 2012, after which growth is projected 
to improve 
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Table 2: Contributions to average annual real GDP growth 
Percentage points® 


2011 2012 2013 

Consumption Tale Gle2) 1.4 (1.4) 
Housing (0. 1) 0.3 (0.0) 0.2 (0.1) 
Government (ale x8) ((0);83) -0.1 (-0.1) 0.2 (0.3) 
Business fixed investment (0. .3 (1.4) 0.6 (0.7) 1.0 (1.0) 
Subtotal: Final domestic demand 4.7 (4.7) 2.9 (2.8) 1.9 (1.8) 2.8 (2.8) 
Exports 1.8 (1.8) Ws8 (G2) 1.1 (0.9) 1.0 (1.1) 
Imports -4.0 (-4.0) -2.0 (-2.1) -0.8 (-0.7) -1.0 (-1.0) 
Subtotal: Net exports -2.1 (-2.1) -0.7 (-0.9) 0.3 (0.2) 0.0 (0.1) 
Inventories 0.6 (0.6) 0.2 (0.2) -0.2 (-0.1) 0.0 (0.0) 
GDP 3.2 (3.2) 2.4 (2.1) 2.0 (1.9) 2.8 (2.9) 
Memo items: | 

Potential output 1.6 (1.6) 1.6 (1.6) 2.0 (2.0) Dal (2a) 

Real gross domestic income (GDI) 5.0 (5.0) 3.4 (2.8) 1.9 (1.1) 3.0 (3.6) 


a. Figures in parentheses are from the base-case projection in the October 2011 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in the October 2011 Monetary Policy Report. 


Chart 24: Private domestic demand is projected to account for most 
of the economic growth in Canada 
Contributions to real GDP growth 


Percentage points 
6 


2009 2010 2011 2012 2013 


M88 Consumption M#@™ Business fixed investment MM Netexports @GDP 
@@S Housing 2 Government Inventories 


Sources: Statistics Canada and Bank of Canada calculations and projections 


financial outlook, which dampens private domestic demand through con- 
fidence and financial channels, and weaker projected growth in foreign 
activity, which depresses Canadian exports. 


Household expenditures—the combination of consumer spending and resi- 


This outlook for household dential investment—are now projected to grow at a steady pace through 2013, 
expenditures is stronger than in the which is a stronger outlook than in the October Report. The Bank continues 
October Report to expect that consumption will grow at a rate slightly below the projected 


moderate growth in personal disposable income (Chart 25), resulting in a 
modest rise in the savings rate. Residential investment is, however, now 
expected to remain strong, owing to its greater-than-anticipated momentum 
in the second half of last year and favourable mortgage financing conditions. 
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Table 3: Summary of the base-case projection for Canada? 


Real GDP (quarter-over-quarter 
percentage change at annual rates) 


Real GDP (year-over-year percentage 
change) 


Core inflation (year-over-year 
percentage change) 


Total CPI (year-over-year percentage 
change) 


Total CPI excluding the effect of the 
HST and changes in other indirect 
taxes (year-over-year percentage 
change) 


WTIP (level) 


a. Figures in parentheses are from the base-case projection in the October 2011 Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 13 January 2012. 


Chart 25: Growth in personal disposable income is projected to be moderate 
Percentage change, annual data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Confidence effects stemming from the weaker and more uncertain global 
outlook are projected to exert only a modest dampening effect on Canadian 
household spending (Chart 26). Reflecting the upwardly revised profile for 
residential investment, household expenditures are now expected to remain 
high relative to GDP over the projection horizon (Chart 27) and the ratio of 
household debt to income is projected to rise further. 


The underlying pace of growth in business fixed investment has moderated 
in recent quarters from the robust rate seen through 2010 and early 2011, 
consistent with the adverse impact of heightened uncertainty on business 
confidence. While this headwind is expected to persist in coming quarters, 
other fundamentals supporting business investment in Canada remain 
extremely favourable, particularly very stimulative financial conditions, solid 
Canadian corporate balance sheets (Chart 28), heightened competitive 
pressures and relatively high commodity prices. Moreover, significant scope 
remains to make up for the unusually sharp decline in investment 


Fundamentals supporting business 
investment in Canada remain favourable 
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Chart 26: Consumer confidence in Canada has declined in recent months 
All respondents; index: 2002 = 100, monthly data 
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Source: Conference Board of Canada Last observation: December 2011 


Chart 27: The share of household expenditures in GDP is now expected 
to remain elevated 
Quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


experienced during the recession. As a result, the Bank expects relatively 
solid growth in business fixed investment through 2012, with some further 
strengthening in 2013 as confidence recovers (Chart 29). This projection is 
consistent with the Bank’s winter Business Outlook Survey, which showed 
that investment intentions remain strongly positive despite indications from 
a number of firms that ongoing financial market volatility and global eco- 
nomic uncertainty had affected their investment plans. 


The contribution of government spending to real GDP growth is assumed to 
be very modest over the projection horizon, in line with fiscal plans of federal 
and provincial governments to consolidate spending. 


Foreign activity has been stronger in recent months than the Bank had pre- 
Foreign activity has been stronger viously expected, particularly in the United States, contributing to a more 
in recent months than the Bank had favourable outcome for Canadian exports. Going forward, however, foreign 
previously expected activity is projected to grow slightly more slowly than anticipated in the 
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Chart 28: With leverage at historic lows, non-financial firms are well 
positioned to invest 
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Chart 29: Business fixed investment is projected to grow faster once some 
of the heightened uncertainty starts to dissipate 


Comparison of real business fixed investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


October Report. In addition, competitiveness remains a challenge for 
Canadian firms. Unit labour costs in Canada have continued to increase 
relative to those in the United States over the past year, resulting in a cumu- 
lative gap of almost 40 per cent between the beginning of 2005 and the third 
quarter of 2011 (Chart 30). While the appreciation of the Canadian dollar 
accounts for most of this deterioration in competitiveness, about one- 
quarter of it is due to the productivity underperformance of Canadian firms. 
Reflecting these competitiveness challenges and the moderate projected 
growth in foreign activity, the Bank expects relatively modest growth in 
Canadian exports through 2013. With imports anticipated to grow at nearly 
the same pace, net exports contribute little to real GDP growth in Canada 
over the projection horizon, and the current account deficit remains signifi- 
cant at around 3 per cent of GDP (Chart 31). 


Competitiveness remains a challenge 
for Canadian firms 


Net exports contribute little to real GDP 
growth in Canada over the projection 
horizon 
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Overall real GDP in Canada is projected to grow at a pace close to the esti- 


The economy is anticipated to return mated growth rate of potential output in 2012, leaving the current degree of 
gradually to full capacity by the third economic slack to persist in coming quarters.® With the pace of real GDP 
quarter of 2013 growth subsequently picking up to a rate somewhat above potential, the 


economy is anticipated to return gradually to full capacity by the third 
quarter of 2013, one quarter earlier than expected in the October Report. In 
this regard, the Canadian economy is projected to operate with slightly less 
slack throughout the projection horizon than indicated in the October base- 
case scenario, reflecting the slightly higher level of economic activity seen 
recently. 


Chart 30: Canadian firms are losing competitiveness 


Contribution of various factors to the change in Canada’s relative unit labour costs 
vis-a-vis those in the United States, quarterly data 
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Sources: Statistics Canada, U.S. Bureau of Economic Analysis 
and Bank of Canada calculations Last observation: 2011Q3 


Chart 31: Canada’s current account balance has declined substantially 
in recent years 
Quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations Last observation: 2011Q3 


6 As discussed in Technical Box 2 of the October Report, the base case assumes that Canada’s potential 
output will grow by 2.0 per cent in 2012 and by 2.1 per cent in 2013. 
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Inflation 


Core CPI inflation was 2.1 per cent in October and November, up from 1.9 per 
cent in the third quarter and 1.5 per cent in the first half of 2011. As anticipated, 
this increase partly reflected the dissipation of the effect of the HST on year- 
over-year core inflation,’ as well as the lagged effects of higher world prices for 
agricultural products on the prices of food and clothing. Despite higher core 
inflation, total CPI inflation has come down from its peak of 3.4 per cent in the 
second quarter of 2011, as anticipated, reflecting some moderation in gasoline 
prices together with the unwinding of the direct effects on year-over-year infla- 
tion of the introduction of the HST in the third quarter of 2010. 


Inflation expectations have remained well anchored. The January 
Consensus Economics forecast for total CPI inflation in 2012 and 2013 was 
2.0 per cent. As reported in the Bank’s winter Business Outlook Survey, 

92 per cent of firms expect average inflation over the next two years to 
remain within the 1 to 3 per cent inflation-control range. Market-based 
measures of longer-term inflation expectations also remain consistent 

with the 2 per cent inflation-control target. 


Core inflation is projected to moderate through 2012 to a level somewhat 
below 2 per cent (Chart 32), as excess supply persists and the effects of 
higher prices for food and clothing on year-over-year inflation unwind. Total CPI 
inflation is projected to continue to decline to around 1.5 per cent by mid-2012, 
reflecting lower core inflation as well as the gradual impact on gasoline prices 
of the decline in world oil prices from their peak in the second quarter of 2011. 
Both total and core inflation are expected to start to rise gradually by the end 
of 2012, reaching 2 per cent by the third quarter of 2013 as excess supply in 
the economy is slowly absorbed, the growth of labour compensation increases 
modestly and inflation expectations remain well anchored. 


Chart 32: Total and core CPI inflation in Canada are projected to fall temporarily 
below 2 per cent in 2012 
Year-over-year percentage change, quarterly data 
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Note: Dotted lines indicate projections. 

a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 

Sources: Statistics Canada and Bank of Canada calculations and projections 


7 The introduction of the HST in Ontario and British Columbia in July 2010 had a dampening effect, 
amounting to 0.3 percentage points, on core inflation through tax refunds passed on by businesses. 
This effect was smaller than the direct positive effect of the introduction of the HST, which was 
reflected in total CPI inflation, and resulted in a boost to total inflation between the third quarter of 2010 
and the second quarter of 2011. Both of these temporary effects have since unwound, pushing core 
inflation up and total inflation down. 
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Core inflation is projected to moderate 
through 2012 ... while total CPI inflation 
is projected to continue to decline to 

around 1.5 per cent by mid-2012 


29 


These inflation dynamics are similar to those anticipated in the October 


Both total and core inflation are Report, although the overall inflation profile is marginally firmer in this pro- 
expected to reach 2 per cent by jection, partly reflecting some expected persistence in the slightly higher- 
the third quarter of 2013 than-anticipated prices observed recently for motor vehicles and electricity. 


These upside surprises have resulted in slightly higher-than-expected core 
inflation in recent months, the persistence of which is consistent with an 
economy estimated to be operating with somewhat less economic slack 
since mid-2011 than previously anticipated. A slightly higher profile for oil 
prices than previously assumed is also incorporated, as is the estimated 
impact of the increase in the Quebec Sales Tax.® 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 33 and Chart 34 depict the 50 per cent and 90 per 
cent confidence bands for year-over-year core inflation and total CPI infla- 
tion from the first quarter of 2012 to the end of 2013.9 


Chart 33: Projection for core CPI inflation Chart 34: Projection for total CPI inflation 
Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 


2010 2011 2012 2013 2010 2011 2012 2013 
—— Base-case scenario § 50 per cent confidence interval ——- Base-case scenario ‘50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 
Source: Bank of Canada Source: Bank of Canada 


8 The increase in the Quebec Sales Tax in January 2012, from 8.5 per cent to 9.5 per cent, will boost total 
CPI inflation by an estimated 0.1 percentage point in 2012. 


9 Technical details on the construction of the fan charts are available on the Bank’s website; key word 
search: fan charts. 
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Risks to the Outlook 


The inflation outlook in Canada is subject to significant risks. In particular, 
the Bank’s projection assumes that authorities in Europe are able to contain 
the ongoing crisis, although this assumption is clearly subject to downside 
risks. 


The three main upside risks to inflation in Canada relate to the possibility 
of stronger-than-expected inflationary pressures in the global economy, 
stronger-than-expected growth in the U.S. economy and stronger 
momentum in Canadian household spending. 


* Global inflationary pressures could be more persistent than currently 
projected if growth in emerging-market economies does not decelerate 
to more sustainable levels or if potential output in advanced economies is 
lower than projected. 


* Recently observed strength in U.S. consumption could be more persis- 
tent than anticipated and fiscal policy could exert a smaller-than-antici- 
pated drag on growth in the latter part of the projection. 


* Residential investment in Canada has been stronger than expected and 
household expenditures could have more momentum than currently 
projected. 


The two main downside risks to inflation in Canada relate to sovereign debt 
and banking concerns in Europe and the possibility that growth in Canadian 
household spending could be weaker than projected. 


# Failure to contain the crisis in Europe is the most serious risk facing the 
global and Canadian economies. The effects on Canada through finan- 
cial, confidence and trade channels would be substantial, given the size 
and importance of the euro area to the global economy. 


* High household debt levels in Canada could lead to a sharper-than- 
expected deceleration in household spending. Relatedly, if there were a 
sudden weakening in the Canadian housing sector, it could have sizable 
spillover effects on other areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection horizon. 
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Publications 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s outlook 


based on data received up to 13 January 2012. 


The outlook for the global economy has deteriorated 
and uncertainty has increased since October. The 
sovereign debt crisis in Europe has intensified, condi- 
tions in international financial markets have tightened 
and risk aversion has risen. The recession in Europe is 
now expected to be deeper and longer than the Bank 
had anticipated. The Bank continues to assume that 
European authorities will implement sufficient measures 
to contain the crisis, although this assumption is clearly 
subject to downside risks. In the United States, while 
the rebound in real GDP during the second half of 2011 
was stronger than anticipated, the Bank expects the 
recovery will proceed at a more modest pace going for- 
ward, owing to ongoing household deleveraging, fiscal 
consolidation and the spillovers from Europe. Chinese 
growth is decelerating, as expected, toward a more sus- 
tainable pace. Commodity prices—with the exception of 
oil—are expected to be below the levels anticipated in 
October through 2013. 


The Bank’s overall outlook for the Canadian economy 

is little changed from October. While the economy had 
more momentum than anticipated in the second half 

of 2011, the pace of growth going forward is expected 
to be more modest than previously envisaged, largely 
due to the external environment. Prolonged uncer- 
tainty about the global economic and financial environ- 
ment is likely to dampen the rate of growth of business 
investment, albeit to a still-solid pace. Net exports are 
expected to contribute little to growth, reflecting mod- 
erate foreign demand and ongoing competitiveness 
challenges, including the persistent strength of the 
Canadian dollar. In contrast, very favourable financing 
conditions are expected to buttress consumer spending 
and housing activity. Household expenditures are 
expected to remain high relative to GDP and the ratio of 
household debt to income is projected to rise further. 
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Highlights 


The outlook for the global economy has deter- 
iorated and uncertainty has increased since 
October. 


The overall outlook for the Canadian economy 
is little changed from October. While there was 
more momentum than anticipated in the second 
half of 2011, the pace of growth going forward 
is expected to be more modest than previously 
envisaged. 


The Canadian economy is estimated to have 
grown by 2.4 per cent in 2011 and is projected to 
grow by 2.0 per cent in 2012 and 2.8 per cent in 
2013. It is anticipated to return to full capacity by 
the third quarter of 2013. 


Both total and core inflation are expected to 
moderate in 2012 and subsequently rise, reaching 
2 per cent by the third quarter of 2013. 


On 6 December 2011 and 17 January 2012, the 
Bank maintained the target for the overnight rate 
at 1 per cent. 


The Bank estimates that the economy grew by 2.4 per 
cent in 2011 and projects that it will grow by 2.0 per cent 
in 2012 and 2.8 per cent in 2013. While the economy 
appears to be operating with less slack than previously 
assumed, given the more modest growth profile, the 
economy is only anticipated to return to full capacity by 
the third quarter of 2013, one quarter earlier than was 
expected in October. 
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The dynamics for inflation are similar to those anticipated in October, 
although the profile for inflation is marginally firmer. Both total and core 
inflation are expected to moderate in 2012 and subsequently rise, reaching 
2 per cent by the third quarter of 2013 as excess supply is slowly absorbed, 
labour compensation grows modestly and inflation expectations remain 
well-anchored. 


Several significant upside and downside risks are present in the inflation 
outlook for Canada. 


Projection for global economic growth 


Share of real global Projected growth (per cent)? 
GDP* (per cent) 2010 2011 2012 2013 
United States 21 3.0 (3.0) 1B (17) POOL ORGS) 
Euro area 16 1.8 (1.7) 19 (HS) -1.0 (0.2) 0.9 (1.5) 
Japan 6 | 454.0) | -0.8(-0.6) | 1.9720) | 17(25) 
China 1 10.4 (10.4) | 9191 8.2(8.2) | 8.0 (8.2) 
Rest of the world 46 5.86.7) |. 4.2143) | 311.3) | 3.2134) 
World 100 5.2(5.1) | 3.7(3.8) | 2.9(3.1) | 3.3(3.7) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2010. Source: IMF, WEO, September 2011 


b. Numbers in parentheses are projections used for the October 2011 Monetary Policy Report. 
Source: Bank of Canada 


Summary of the base-case projection for Canada?® 


Real GDP (quarter-over-quarter 
percentage change at annual rates) 


Real GDP (year-over-year percentage 
change) 


Core inflation (year-over-year 1.9 1.9 2.0 2.0 
percentage change) (1.8) (1.9) (1.9) | (2.0) 
Total CPI (year-over-year percentage 1.8 1.9 2.0 2.0 
change) (1.8) | (ES) GEO) Me (220) 
Total CPI excluding the effect of the 

HST and changes in other indirect 1.8 19 2.0 2.0 
taxes (year-over-year percentage (1.8) (1.9) (1.9) | (2.0) 


change) 


WTI? (level) 


a. Figures in parentheses are from the base-case projection in the October 2011 Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 13 January 2012. 
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The three main upside risks to inflation in Canada relate to the possibility 
of stronger-than-expected inflationary pressures in the global economy, 
stronger-than-expected growth in the U.S. economy and stronger 
momentum in Canadian household spending. 


The two main downside risks to inflation in Canada relate to sovereign debt 
and banking concerns in Europe and the possibility that growth in Canadian 
household spending could be weaker than projected. 


Real GDP growth is expected to pick up in the second half of 2012, resulting 
in a gradual absorption of excess supply 


2008 2009 2010 2011 2012 2013 


-—— Year-over-year percentage change Milli Quarter-over-quarter percentage 
in real GDP change in real GDP, at annual rates 
--=- Base-case projection NNN Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 


Total and core CPI inflation in Canada are projected to fall temporarily below 
2 per cent in 2012 


Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 2013 


— Total CPI — Core CPI@ — Target Control range 


Note: Dotted lines indicate projections. 

a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 

Sources: Statistics Canada and Bank of Canada calculations and projections 
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Overall, the Bank judges that these risks are roughly balanced over the pro- 


jection horizon. 


Reflecting all of these factors, on 17 January, the Bank maintained the target 
for the overnight rate at 1 per cent. With the target interest rate near historic 
lows and the financial system functioning well, there is considerable mone- 
tary policy stimulus in Canada. The Bank will continue to monitor carefully 
economic and financial developments in the Canadian and global econo- 
mies, together with the evolution of risks, and set monetary policy consis- 
tent with achieving the 2 per cent inflation target over the medium term. 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: www.bankofcanada.ca 


Monetary Policy Report (January, April, July and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly)* 

Business Outlook Survey (January, April, July and October) 
Senior Loan Officer Survey (January, April, July and October)* 
Speeches and Statements by the Governor* 

Bank of Canada Banking and Financial Statistics (monthly)* 
Weekly Financial Statistics (published each Friday)* 


Renewal of the Inflation-Control Target: Background 
Information 


Annual Report* 


Available only on the Bank’s website 


ISSN 1924-1089 (Print) ISSN 1925-3168 (Online) 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. 


Print copies of the Report and the Summary may be obtained by contacting Publications Distribution, Communications Department, 
Bank of Canada, 234 Wellington St., Ottawa, Ontario, Canada K1A 0G9 


Telephone: 1 800 303-1282: email: publications@bankofcanada.ca: website: www.bankofcanada.ca 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


Conference Proceedings 

Conference volumes published up to and including April 2005 
are available in print and on the Bank’s website. Print copies 
can be purchased for Can$15 plus applicable taxes. Papers and 
proceedings from Bank of Canada conferences, seminars and 
workshops held after April 2005 are now published exclusively 
on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers* 
Technical Reports, Working Papers and Discussion Papers are 
usually published in the original language only, with an abstract 
in both official languages. Discussion Papers deal with finished 
work on technical issues related to the functions and policy- 
making of the Bank. They are of interest to specialists and other 
central bankers. 
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Canada's Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada’s experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.? These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand and 
the economy's production capacity is, over time, the pri- 
mary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report 
(MPR) is a key element of this approach. Policy decisions 
are typically announced on eight pre-set days during the 
year, and full updates of the Bank's outlook, including 
risks to the projection, are published four times per year 
in the MPR. 


Inflation targeting is symmetric and flexible 


* Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


* Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CP] com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Contro! Target (8 November 2011) and 
Renewal of the Inflation-Contro! Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: 
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Bank of Canada 

234 Wellington Street 
Ottawa, Ontario K1A 0G9 


Telephone: 613 782-8111; 
1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca Website: bankofcanada.ca 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Jean Boivin and Agathe Céteé. 


This report includes data received up to 13 April 2012. 


The Bank will take whatever action is appropriate to achieve the 2 per 
cent CPI inflation target over the medium term. This is our contribution 
to ensuring that Canadians can save and invest with confidence. 


Over the next few years, Canadian businesses will also have to analyse 
and act. Their decisions to refocus, retool and retrain will do much to 
determine how rapidly our prosperity grows in the decades ahead. 


— Mark Carney 


Governor, Bank of Canada 
2 April 2012 
Waterloo, Ontario 
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Overview 


The profile for global economic growth has improved since January. Europe 
is expected to emerge slowly from recession in the second half of 2012, 
although the risks around this outlook remain high. The profile for U.S. growth 
is slightly stronger, reflecting the balance of somewhat improved labour 
markets, financial conditions and confidence on the one hand, and emerg- 
ing fiscal consolidation and ongoing household deleveraging on the other. 
Economic activity in emerging-market economies is expected to moderate 
to a still-robust pace over the projection horizon, supported by an easing of 
macroeconomic policies. Improved global economic prospects, supply dis- 
ruptions and geopolitical risks have kept commodity prices elevated. In par- 
ticular, the international price of oil has risen further and is now considerably 
higher than that received by Canadian producers. If sustained, these oil price 
developments could dampen the improvement in economic momentum. 


Overall, economic momentum in Canada is slightly firmer than the Bank 
had expected in January. The external headwinds facing Canada have 
abated somewhat, with the U.S. recovery more resilient and financial con- 
ditions more supportive than previously anticipated. As a result, business 
and household confidence are improving faster than forecast in January. 
The Bank projects that private domestic demand will account for almost 

all of Canada’s economic growth over the projection horizon. Household 
spending is expected to remain high relative to GDP as households add 

to their debt burden, which remains the biggest domestic risk. Business 
investment is projected to remain robust, reflecting solid balance sheets, 
very favourable credit conditions, continuing strong terms of trade and 
heightened competitive pressures. The contribution of government spending 
to growth is expected to be quite modest over the projection horizon, in line 
with recent federal and provincial budgets. The recovery in net exports Is 
likely to remain weak in light of modest external demand and ongoing com- 
petitiveness challenges, including the persistent strength of the Canadian 
dollar. 


The Bank projects that the economy will grow by 2.4 per cent in both 2012 
and 2013 before moderating to 2.2 per cent in 2014. The degree of eco- 
nomic slack has been somewhat smaller than the Bank had anticipated in 
January, and the economy is now expected to return to full capacity in the 
first half of 2013. 


As a result of this reduced slack and higher gasoline prices, the profile for 
inflation is expected to be somewhat firmer than anticipated in January. 
After moderating this quarter, total CPI inflation is expected, along with core 
inflation, to be around 2 per cent over the balance of the projection horizon 
as the economy reaches its production potential, the growth of labour com- 
pensation remains moderate and inflation expectations stay well anchored. 


] 


2 


OVERVIEW 


BANK OF CANADA * 


MONETARY POLICY REPORT * APRIL 2012 


Despite recent improvements to the outlook for the global and Canadian 
economies, risks remain elevated. 


The three main upside risks to inflation in Canada relate to the possibility of 
higher-than-expected oil prices, stronger-than-expected growth in the U.S. 
economy and stronger momentum in Canadian household spending. 


The two main downside risks to inflation in Canada relate to a reintensification 
of sovereign debt and banking concerns in Europe, and the possibility that 
growth in Canadian household spending could be weaker than projected. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 


Reflecting all of these factors, on 17 April, the Bank maintained the target for 
the overnight rate at 1 per cent. In light of the reduced slack in the economy 
and firmer underlying inflation, some modest withdrawal of the present 
considerable monetary policy stimulus may become appropriate, consistent 
with achieving the 2 per cent inflation target over the medium term. The 
timing and degree of any such withdrawal will be weighed carefully against 
domestic and global economic developments. 
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Global Economy 


Recent developments point to a somewhat stronger profile for global eco- « Recent developments point to 
nomic growth than was expected at the time of the last Report (Table 1). a somewhat stronger profile for 
The heightened uncertainty around the global outlook has eased from very global economic growth 


high levels, but volatility can be expected to persist. Economic conditions in 
the United States have improved, and policy initiatives to address the sover- 
eign debt and banking crisis in the euro area have resulted in some improve- 
ment in European debt markets and global financial conditions. 


Table 1: Projection for global economic growth 


Projected growth (per cent)? 


Share of real global 


GDP? (percent) 2011 2012 «(2013 2014 
UnitedStates | 20 | 177.8) | 2320 | 2522 | 36. 
Euro area AHS ince (SAS) b4 06 CO OBosae Eta 
Japan onan -07(¢-0.8) | 19(1.9) | 1.6047) 16 
China 44 9.291) 818.2) 8.08.0) 8.0 
Rest of the world 46 43(4.2) | 341) | 3.5(3.2) 37 
World 08 1 3 8(3.7) | 3.2(29)  3.4(3.3) 3.8 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2010. Source: IMF, World Economic Outlook, September 2011 


b. Numbers in parentheses are projections used for the January 2012 Monetary Policy Report. 
Source: Bank of Canada 


The global economy continues to face significant challenges, however. « The global economy continues 
Overall, global economic growth is projected to moderate in 2012 to 3.2 per to face significant challenges, 
cent and to recover to 3.4 per cent in 2013 and 3.8 per cent in 2014." however 


Despite the positive impact of recent policy initiatives, the euro area is still 
expected to experience a recession lasting until the third quarter of 2012, 
followed by a sluggish recovery, with fiscal austerity, bank deleveraging and 
weak confidence continuing to weigh on growth. The U.S. economic expan- 
sion is projected to continue at a moderate pace through 2014, owing to the 
restraining effects of household deleveraging, fiscal consolidation and con- 
tinuing negative spillover effects from the European crisis. Economic activity 
in emerging-market economies is expected to moderate over the projection 
horizon, albeit to a still-robust pace, supported by some easing in macro- 
economic policies. Improved prospects for global economic growth and 
supply-side disruptions have kept global commodity prices elevated, par- 
ticularly for crude oil, where prices also incorporate a geopolitical risk pre- 
mium related to tensions in the Middle East. This is expected to have a slight 
dampening effect on global economic momentum. 


1 Asis customary in the April issue of the Monetary Policy Report, the projection horizon has been 
extended by one year, in this case, to 2014. 
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Conditions in global financial 
markets have improved, on 
balance 


> 


Chart 1: Central banks in advanced economies have maintained policy 
interest rates at historically low levels 
Policy interest rates, daily data 


maaan Ki 0.5 


2008 2009 2010 2011 2012 


— Canada = United States — Euro area ~~ Japan 


Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent to a range 
of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy rate of 
0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank and Bank of Japan Last observation: 13 April 2012 


In response to modest underlying inflation pressures, central banks in 
advanced economies have maintained policy rates at historically low levels 
(Chart 1), and a few have engaged in further quantitative easing. Central 
banks in a number of emerging-market economies have continued to 
reverse past policy tightening in light of slowing prospects for domestic 
economic growth. 


Global Financial Conditions 


Conditions in global financial markets have improved, on balance, since the 
release of the January Report. The measures taken in Europe to address the 
sovereign debt and bank funding crisis, as well as stronger growth pros- 
pects in the United States, have led to an improvement in market sentiment 
over this period. The tone in markets was also boosted by the U.S. stress 
tests, which showed that the largest U.S. banks would retain sufficient cap- 
ital to withstand an extremely adverse macroeconomic scenario. More 
recently, however, concerns about the sovereign debt positions of some 
euro-area peripheral economies, especially Spain, have reintensified, and 
investor confidence has diminished somewhat. 


European policy-makers have taken a number of initiatives over the past 
year to improve financial stability and confidence. They have agreed ona 
second financial program for Greece in conjunction with substantial private 
sector debt relief, raised the requirement for core Tier 1 capital ratios for 
banks, adopted a new Fiscal Compact and increased the financial back- 
stop for euro-area members from €500 billion to €700 billion.? In addition, 
the European Central Bank (ECB) has provided approximately €1 trillion 

in liquidity to banks in the region through two longer-term refinancing 


2 The combined lending capacity of the European Financial Stability Facility and the European Stability 
Mechanism (ESM) is €700 billion, of which €500 billion represents the permanent lending capacity of 
the ESM. The remaining €200 billion consists of existing commitments to Greece, Ireland and Portugal. 
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Chart 2: Funding conditions for European banks have improved 
since the last Report 
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Chart 3: With the exception of Spain, yields on euro-area government 
bonds have fallen since the January Report 
Yields on 10-year sovereign bonds, daily data 
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Source: Bloomberg Last observation: 13 April 2012 


operations and loosened collateral requirements.’ As a result, funding con- 
ditions for European financial institutions have improved (Chart 2). With the 
exception of Spain, yields on euro-area government bonds have fallen, with 
sovereign spreads over German bonds declining (Chart 3). Taken together, 
these developments suggest that the near-term risk of a severe bank 
liquidity crisis in the euro area has decreased. 


Government bond yields in most major advanced economies have fluctu- 
ated noticeably since the release of the January Report. Following an initial 
rise in reaction to improved prospects for global economic growth, yields 


3 The longer-term refinancing operations were conducted in December 2011 and February 2012. The net 
liquidity injection amounted to around €500 billion after taking into account the existing borrowing from 
the European Central Bank that was rolled out of short-term operations such as the main refinancing 
operations with a maturity of one week. 
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Chart 4: Government bond yields in most major advanced economies are 
relatively unchanged from the last Report 
Yields on 10-year sovereign bonds, daily data 
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Chart 5: Corporate bond issuance has recovered strongly since 
the beginning of the year 


Global corporate issuance placed in U.S. dollars, monthly data 
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have reversed most of their gains, owing to the deterioration in market senti- 
ment in the past few weeks (Chart 4). In particular, German bond yields have 
fallen to record lows. Equity prices have fallen modestly in Europe since the 
last Report, reflecting renewed concerns over the debt situation, but have 
improved in most other economies. Global corporate bond spreads have 
narrowed, particularly for financial and high-yield issuers, and yields on U.S. 
investment-grade corporate bonds recently touched all-time lows. In this 
shifting environment, corporate bond issuance has recovered strongly since 
the beginning of the year, with both financial and non-financial firms taking 
advantage of better access to primary markets (Chart 5). 


Despite the generally improved tone in financial markets since January, 
banks in the euro area have continued to tighten borrowing conditions for 
households and firms (Chart 6). Developments in Europe have also had 
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Chart6: Banks in the euro area have continued to tighten borrowing 
conditions since the last Report 
Net percentages of banks contributing to credit tightening for enterprises 
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tightening that has already occurred, while “expected tightening” refers to the additional tightening antici- 
pated by banks. 


Source: European Central Bank Last observation: 2011Q4 


an impact on bank lending conditions in the United States. Foreign banks 
operating in the United States have tightened approval standards on loans 
to U.S. corporations, while both U.S. and foreign banks tightened conditions 
on loans to banks headquartered in Europe and to non-financial firms with 
significant exposures to European economies. 


While the ECB’s expanded liquidity operations have not by themselves 
directly improved the underlying health of bank balance sheets, they have 
created space for the restructuring of these balance sheets to proceed at 
an orderly pace. Pressures on funding conditions from bank deleveraging in 
the euro area are thus expected to persist, but to be less intense than antici- 
pated at the time of the January Report. 


Euro Area 


The euro area entered a recession in the fourth quarter of 2011, with real 
GDP contracting by 1.2 per cent, as expected. However, recent economic 
conditions have improved slightly. Business and consumer confidence have 
recovered modestly, and purchasing managers’ indexes suggest that the 
pace of output contraction is likely to ease somewhat in the first half of 2012. 


The divergences in economic conditions between the core and peripheral 
euro-area economies are striking. The unemployment rate in Germany 
remains close to post-unification record lows, while unemployment rates in 
Spain, Portugal and Greece are at record highs (Chart 7). Indicators such as 
unit labour costs suggest that the peripheral economies have made limited 
progress in narrowing their competitiveness gap with the core economies. 
In light of continued economic weakness, some peripheral economies face 
considerable challenges in implementing the extensive fiscal adjustments 
and deep structural reforms required to restore competitiveness and ensure 
sustainable fiscal positions. 
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Chart 7: Striking divergences are apparent between the unemployment 
rates of core and peripheral economies in the euro area 
Unemployment rates, monthly data 
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The euro area is projected to be in recession through the third quarter of 
2012 as fiscal consolidation, bank deleveraging, tight financial conditions 
and negative confidence effects lead to a significant drop in domestic 
demand. A modest recovery in economic activity is projected to begin in the 
second half of 2012, supported by a pickup in export growth in response to 
a gradual strengthening in external demand. Domestic demand is projected 
to grow modestly beginning in 2013, boosted by a gradual easing in finan- 
cial conditions and an improvement in confidence. Relative to the January 
Report, the ongoing recession is expected to be somewhat shallower, owing 
to smaller-than-anticipated negative effects from both bank deleveraging 
and weak confidence levels. Growth prospects over the remainder of the 
projection horizon, however, are similar to expectations in January. 


Increases in commodity prices and a rise in indirect taxes and administered 
prices from fiscal consolidation brought total inflation in the euro area to 

2.6 per cent in March. Inflation pressures are expected to moderate over the 
projection horizon, however, in response to considerable excess Capacity. 


United States 


U.S. real GDP grew by close to 2.5 per cent in the second half of 2011, from 
less than 1 per cent over the first half of the year, and recent economic 
developments have been largely positive. On average, monthly employment 
gains have strengthened since the fourth quarter of 2011, and consumer and 
business confidence have shown more resilience than expected. The 
assessment of the fundamentals for household spending is now stronger, 
owing to upward revisions to personal income over the second half of 2011, 
while the recent increase in equity prices has boosted household net worth. 
The spillover effects of the euro-area crisis on U.S. financial conditions and 
confidence are likely to be smaller than expected. As a result, the profile for 
U.S. economic growth is stronger over the projection horizon than was 
anticipated in the last Report, despite the negative effects of higher oil 
prices. 
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Chart 8: U.S. real GDP growth is projected to remain relatively modest 
compared with previous U.S. recoveries 
U.S. real GDP across economic cycles; start of recession = 100, quarterly data 
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Sources: U.S. Bureau of Economic Analysis, Organisation for Economic Co-operation and Development, 
and Bank of Canada projections 


Notwithstanding this stronger outlook, U.S. real GDP is projected to grow at 
a relatively modest pace through the first half of 2013, dampened by fiscal 
consolidation and continued household deleveraging (Chart 8). Economic 
activity is expected to strengthen more noticeably thereafter as the impact 
of these factors dissipates. On balance, growth in real GDP is projected to 
rise from 2.3 per cent in 2012, to 2.5 per cent in 2013 and 3.6 per cent in 
2014. 


Monetary conditions are expected to remain very accommodative: the U.S. 
Federal Reserve recently extended, through to at least late 2014, its guid- 
ance regarding the period during which economic conditions are likely to 
warrant exceptionally low levels of the federal funds rate.* In contrast, fiscal 
consolidation is expected to exert a significant drag on U.S. economic 
growth, amounting to roughly 1 percentage point in 2012, 2.5 percentage 
points in 2013 and one-half percentage point in 2014, similar to expectations 
at the time of the January Report (Chart 9). This projected fiscal drag 
includes the winding down of stimulus programs introduced during the 
recession, the expiration of payroll tax reductions at the end of 2012 and 
sequestration cuts starting in 2013. The projected increase in U.S. real GDP 
growth between 2013 and 2014 is highly contingent on the expected profile 
for fiscal policy.® 


4 TheU.S. Federal Reserve has also adopted an explicit inflation target of 2 per cent, as measured by the 
annual change in the price index for personal consumption expenditures. 

5 Policy-makers in the United States could decide to adopt policies that would reduce the projected size 
of the fiscal drag in 2013. This could be achieved by postponing some or most of the sequestration cuts 
that are currently expected to take place during that year. The stronger economic growth in 2013 that 
would result from these actions could be at the expense of growth in 2014, however (depending on the 
revised timing of the cuts). 
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Chart 9: Fiscal consolidation is expected to exert a significant drag 
on U.S. real GDP growth 
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Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


Chart 10: U.S. housing starts remain at a low level 
U.S. housing starts, monthly data 
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The recovery in consumption spending is projected to remain quite modest 
by historical standards as households rebuild their balance sheets in an 
environment of persistently weak housing prices, fiscal consolidation, 
modest gains in employment and elevated oil prices. 


Residential investment remains very weak. Recent growth partly reflects an 
increase in the construction of apartment buildings, as high unemployment 
and tight mortgage credit conditions have led to a shift in demand away from 
home ownership toward renting (Chart 10). The inventory of vacant houses 
and the pending supply of foreclosures remain near recent record-high levels 
and are restricting the construction of new homes, as well as putting 
downward pressure on house prices. High vacancy rates and tight credit 
conditions have also been restraining the growth of non-residential construc- 
tion. Both residential and non-residential construction are projected to remain 
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at low levels, although some gradual improvement is expected over the pro- 
jection horizon, supported by the reduction in the overhang of unsold houses, 
a gradual easing in borrowing conditions and a stronger economy. 


Exports and business investment in equipment and software are expected « Exports and business 
to provide important support to U.S. economic growth over the projection investment are expected to 
horizon. Notwithstanding the dampening effects from low rates of resource provide important support to 


utilization, business investment is projected to grow at a healthy pace U.S. economic growth 


through 2014, supported by solid corporate balance sheets, strong earnings 
and the low cost of capital. Although the growth of exports is expected to 
slow somewhat in 2012, owing to the recent appreciation of the U.S. dollar 
and a deceleration in foreign demand, it should rebound over 2013-14 as 
global demand recovers. 


Given the modest pace of U.S. economic growth, excess supply conditions 
are expected to recede only gradually over the projection horizon. As a 
result, underlying inflation pressures are projected to remain subdued. 


Japan 

In Japan, real GDP fell by 0.7 per cent in the fourth quarter of 2011 as 
supply-chain disruptions from the flooding in Thailand, as well as the high 
level of the yen and faltering external demand, caused a sharp decline 

in exports. With rapid restoration of these supply chains, indicators sug- 
gest that growth in Japan resumed at a modestly positive pace in the first 
quarter of 2012. Over the projection horizon, real GDP growth is projected to 
average around 1.7 per cent per year, supported by the continued rebuilding 
of infrastructure. Although exports are expected to grow only modestly in 
2012, they are projected to gather momentum beginning in 2013, as global 
demand rebounds. With inflation well below the recently announced goal 

of 1 per cent, the Bank of Japan decided to increase the size of its Asset 
Purchase Program by ¥10 trillion, or about 2 per cent of GDP, through gov- 
ernment bond purchases. 


Emerging-Market Economies 


Real GDP growth in China in the first quarter moderated to 8.1 per cent ona 
year-over-year basis, as a result of lower external demand and the effects of 
previous tightening in monetary and macroprudential policies. Activity in the 
housing sector has slowed, causing house prices to retreat from the recent 
peak reached in August 2011 (Chart 11). Growth in exports has decelerated 
more abruptly, in response to weaker demand from Europe, which accounts 
for around one-fifth of Chinese exports (Chart 12). Consumer price inflation 
in China stood at 3.6 per cent in March 2012, well below its recent peak 

of 6.5 per cent in July 2011, owing in large part to rapidly moderating food 
price inflation. With inflation pressures easing, monetary policy is becoming 
more accommodative. Chinese authorities have reduced the reserve 
requirement ratio by 100 basis points since December, and further easing is 


expected. 

Growth in China’s real GDP is projected to average approximately 8 per cent « Growth in China’s real GDP 
per year through 2014, similar to expectations at the time of the January is projected to average 
Report. A modest appreciation of China’s real exchange rate and the gov- approximately 8 per cent 


ernment’s announced plan to boost household spending are expected to per year through 2014 


support a gradual rotation of demand away from exports and investment 
and toward consumption. Nevertheless, global imbalances remain a con- 
cern and are projected to stay elevated over the projection horizon. 
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Chart 11: House prices in China have started to decline 
Existing apartment prices; index: December 2008 = 100, monthly data 
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Chart 12: Growth in China’s exports has decelerated 


Year-over-year growth rate of 3-month moving average 
of Chinese exports, monthly data 
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Real GDP growth in other emerging-market economies is also projected to 
decelerate in 2012, driven primarily by slowing external demand, past policy 
tightening and pressures on financial conditions from international bank 
deleveraging in some countries. However, economic growth is expected to 
gain momentum over 2013-14, as the growth of exports to advanced econ- 
omies recovers. Growth prospects for these economies have been revised 
upward relative to the January Report, owing to stronger foreign demand, 
somewhat easier financial conditions and higher commodity prices, which 
benefit many commodity producers in this group. 


Commodity Prices 


Global commodity prices have generally stayed at elevated levels, but have 
moved in somewhat different directions over the past few months. Heightened 
geopolitical tensions in the Middle East, together with supply disruptions in 
some jurisdictions and an improvement in the outlook for global economic 
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Chart 13: Oil prices are expected to stay at elevated levels 
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activity, have combined to push Brent crude oil prices above the levels antici- 
pated at the time of the January Report. Prices for West Texas Intermediate 
(WTI) crude oil, in contrast, are little changed compared with their levels at the 
time of the January Report, owing to abundant supply conditions in the U.S. 
Midwest. As a result, the spread between Brent and WTI crude oil prices has 
widened to approximately US$20 per barrel. Based on the latest futures 
curve, prices for both Brent and WT] are projected to remain firm in the near 
term, declining thereafter in response to the normalization of global supply 
conditions (Chart 13). Oil prices are projected to be higher than expected at 
the time of the last Report, consistent with a more optimistic assessment of 
demand prospects. 


North American prices for natural gas have fallen, as cuts in production have 
failed to offset the impact of unseasonably warm weather. The latest futures 
curve suggests that natural gas prices will rise through 2014 as natural gas 
gains market share as an input for the generation of electricity, but prices 
are nevertheless projected to remain at relatively low levels, below the pro- 
file anticipated in the January Report (Chart 14). 


Prices of non-energy commodities have increased over the past few 
months, supported by improved global demand, as well as supply concerns 
in agricultural markets. While prices for agricultural products are expected 
to decline over the projection horizon as supply conditions improve, prices 
for forestry products are projected to rise gradually, in line with a modest 
recovery in the U.S. housing sector. Metals prices are expected to remain at 
current levels until the end of 2013, before rising in 2014 owing to stronger 
global economic growth. 
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Chart 14: Prices for natural gas are projected to remain at relatively low levels 
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Implications for the Canadian Economy 


External demand for Canada’s > External demand for Canada’s exports remains weak. The foreign activity 

exports remains weak measure has recovered only half of the decline experienced during the last 
recession, owing largely to protracted weakness in the U.S. housing sector. 
This measure is expected to steadily expand over the projection horizon, as 
the composition of external demand becomes more favourable to Canadian 
exports, Surpassing its pre-recession level in the second half of 2013. The 
projected profile of the activity measure is somewhat stronger than was 
anticipated in the January Report, in line with the upward revision to the U.S. 
economic outlook. 


Higher global commodity prices typically have positive wealth and income 
effects on the Canadian economy through improved terms of trade. However, 
the Bank of Canada’s commodity price index (BCPI) has declined since 
January (Chart 15), owing largely to the relatively high weight of natural gas 
prices in the index.® Moreover, although global oil prices have risen sharply 
since January, the prices received by Canadian producers of crude oil have 
declined (Box 1). As a result, Canada’s terms of trade have deteriorated. 
Going forward, the BCPI and the terms of trade are projected to rise through 
2014, reflecting some recovery in natural gas prices, continued increases in 
non-energy commodity prices, and an expected narrowing in the spread 
between Canadian export and import prices for crude oil. 


6 Large movements in the relative prices of commodities may, on occasion, cause some deviation between 
the BCPI and commodity prices received by Canadian producers, since the weights in the BCPI are 
updated with a four-year lag, as new production data from the input-output tables produced by Statistics 
Canada become available. For example, the sharp increase in oil prices in recent years relative to 
natural gas prices and the associated shift in the value of Canadian production have likely led the BCPI 
to understate the overall level of commodity prices in Canada. The recent unprecedented divergence 
between Canadian and global prices for crude oil, as detailed in Box 1, has likely worked in the other 
direction, since the BCPI uses WTI prices as a proxy for Canadian oil prices. In preparing its projection 
for the Canadian economy, the Bank uses the full spectrum of movements in the commodity prices that 
are relevant for Canada, including those not fully captured by the evolution of the BCPI. The Bank will 
continue to evaluate methods to improve the BCPI as a measure of commodity prices in Canada. 
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Chart 15: Commodity prices have decreased since the last Report 
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Canadian Dollar 


The Canadian dollar has averaged close to 101 cents U.S. since the March 
fixed announcement date and is assumed to remain at this level over the 
projection horizon (Chart 16), compared with the 98 cents U.S. assumed in 
the January Report. 


Chart 16: The value of the Canadian dollar has increased slightly since 
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Box 1 


Rising Oil Prices and Their Impact on the Canadian Economy 


Global oil prices, as measured by the Brent benchmark, have 
increased by roughly 15 per cent since reaching a recent 
trough in October 2011. This rise, due predominantly to 
supply cuts and rising political tensions in the Middle East, 
has consequences for both global economic activity and the 
Canadian economy. 


Not all oil prices have risen equally. North American crude 
oil benchmarks such as West Texas Intermediate (WT1) 
remain well below their global counterparts, owing to excess 
supply at Cushing, Oklahoma, the delivery point for WT 
(Chart 1-A). In addition, the prices of Canadian crudes such 
as Western Canada Select (WCS) have decreased in 2012, 
largely because of a combination of strong supply growth 
and temporary refinery and pipeline outages in Canada 

and the U.S. Midwest, coupled with overall inadequate 
pipeline capacity to move crude to other areas. These oil 
price movements have resulted in an unprecedented spread 
between Brent and WCS (Chart 1-B). 


The implications for the global economy of the recent rise 

in oil prices are modestly negative. Higher oil prices, driven 
primarily by supply disruptions and an elevated risk premium, 
contribute to inflationary pressures and dampen global 
economic activity. In the United States, a net oil importer 
that faces a mix of WTI and global oil prices, economic 
growth is expected to be restrained as higher oil prices lead 
to a reduction in real disposable income, a deterioration in 
the terms of trade and a rise in the cost of oil inputs. 


Increases in oil prices are usually beneficial for a net 
exporter such as Canada. In particular, when rising oil prices 
are caused by an increase in world aggregate demand, the 
gain in Canada’s real income associated with the improve- 
ment in the terms of trade, along with the greater demand 
for Canadian non-commodity exports, will more than offset 
increases in costs for businesses and households.' 


However, in the case of oil price increases resulting from 
supply factors, the positive effects on Canadian real income 
will be reduced, as lower activity in Canada’s main trading 
partners will depress demand for Canada’s non-commodity 
exports. The positive effects could be further reduced, or 
even reversed, if the price of our oil imports rises more than 
the price of our oil exports. 


This is why the recent evolution of oil prices since January 
has been unfavourable for Canada. This evolution has 
been driven by supply factors and the fact that the price 
of oil that Canada imports (more closely tied to Brent) 


1 Fora detailed description of the channels through which commodity 
prices affect economic growth in Canada, see Technical Box 2 in the April 
2011 Monetary Policy Report. 


has increased, while the price of oil that Canada exports 
(more closely tied to WTI and WCS) has declined. The 
increase in the price of our oil imports raises production 


Chart 1-A: North American crude oil prices remain well 
below their global counterparts 
Monthly data 
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Chart 1-B: The gap between Canadian and global crude oil 
prices has widened to record levels 
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(continued...) 


Box 1 (continued) 


costs for Canadian firms and also puts upward pressure on 
gasoline prices, since about half of the gasoline purchased 
in Canada is produced using refined petroleum priced off 
Brent.? By itself, this deterioration in the oil-related terms of 
trade reduces Canada’s real gross domestic income, since 
Canada’s real income available to purchase foreign goods 
and services decreases. This reduction in real income may, 
in turn, dampen spending on domestically produced goods 
and services. 


2 Fora detailed description of the relationship between crude oil and gaso- 
line prices in Canada, see Technical Box 3 in the October 2011 Monetary 
Policy Report. 
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Increased capacity utilization at refineries that experienced 
temporary outages, combined with the planned reversal of 
the direction of flow in the Seaway Crude Pipeline System, 
should lead to a greater convergence between the prices 

of Canadian crudes and that of WTI crude in the coming 
months, thus helping to improve Canada’s terms of trade.? 
The price differential between WTI and Brent is expected to 
persist for some time, however, until new pipeline capacity 
is put in place in the United States or Canada to reduce the 
excess supply situation at Cushing, Oklahoma. 


3 The reversal of the Seaway pipeline, which currently carries oil from the 
U.S. Gulf Coast to Cushing, Oklahoma, is expected to become operational 
in June, and to reach its full capacity in the first quarter of 2013. 
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The Bank expects the Canadian economy to grow at a moderate pace over 
the projection horizon, with total and core CPI inflation remaining close to 
the 2 per cent target. The Bank continues to anticipate that the economic 
expansion will be driven by growth in private domestic demand over the 
projection horizon. Net exports are expected to contribute only marginally 
to overall growth, reflecting the modest recovery in foreign activity and 
Canada’s ongoing competitiveness challenges, including the persistent 
strength of the Canadian dollar. 


Economic momentum in Canada is slightly firmer than the Bank had 
expected in the January Report. The external headwinds facing the 
Canadian economy have abated somewhat, with the U.S. economic 
recovery showing more resilience than previously anticipated and financial 
conditions more supportive than expected. Furthermore, with confidence 
having rebounded more quickly than envisaged in January, the Bank 
expects that global uncertainty will have less of a dampening effect on the 
spending of Canadian households and businesses in coming quarters. 


Financial Conditions 


The aggregate supply and price of credit to businesses and households 
in Canada remain very stimulative (Chart 17), providing important ongoing 
support to the economic expansion. 


Credit conditions for Canadian firms began to ease again in the first quarter, 
as reported in both the Bank’s Senior Loan Officer Survey (available on the 
Bank’s website under Publications and Research > Periodicals > SLOS 
2012Q1) and the Business Outlook Survey (available on the Bank’s website 
under Publications and Research > Periodicals > BOS Spring 2012), in the 
context of improved global financial conditions (Chart 18). 


Financial markets in Canada have maintained a positive tone in recent 
months in the face of fluctuations in Europe. Yields on Canadian government 
bonds are just above the low levels seen at the time of the January Report, 
having moved generally in line with major foreign markets. Corporate yields 
have also remained at very low levels, and the volume of bond issuance has 
increased (Chart 19). These favourable developments are partly due to sus- 
tained international demand for the debt of Canadian governments, banks 
and corporations, a sign that their credit quality is perceived to be high by 
global standards. While the S&P/TSX Composite Index has declined slightly 
since the January Report, the prices of Canadian bank equities, which had 
performed better than those of other advanced economies during a period 
of heightened uncertainty last year, have risen further. 


« The Bank expects the Canadian 
economy to grow at a moderate 
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The growth of business credit 
has picked up somewhat 
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Chart 17: Borrowing costs for businesses and households remain at 
exceptionally low levels 
Weekly data 
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Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 13 April 2012 


Chart 18: Survey results suggest that credit conditions for Canadian firms 
began to ease again in 2012Q1 
Balance of opinion 
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— Overall business-lending conditions from the Senior Loan Officer Survey# 
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a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions 


Source: Bank of Canada Last observation: 2012Q1 


In this context, Canadian banks continue to be well positioned to lend, with 
ready access to relatively low-cost funding across the term structure in both 
Canadian and foreign currencies. The growth of business credit has picked 
up somewhat in recent months, consistent with some easing in credit condi- 
tions and a pickup in the growth of business investment. However, given 
their strong aggregate financial position, non-financial corporations continue 
to have a limited need for external financing. 
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Chart 19: Canadian bond issuance has picked up 
Corporate debt issuance by domestic firms, in Canadian dollars 
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Source: Bank of Canada Last observation: 2012Q1 


Household credit also remains readily available at near-record low rates, 
owing in large part to exceptionally low long-term fixed mortgage rates. The 
pace of household credit growth has moderated in recent months (Chart 20), 
however, following a long period of comparatively rapid growth that has 
pushed household indebtedness to record levels relative to disposable 
income. 


As confidence in Canada has improved in recent months, growth in the 
narrow monetary aggregates has moderated, consistent with a reduced 
preference for liquidity. Growth in the broad monetary aggregates has also 
eased modestly of late, while remaining consistent with expectations of 
relatively subdued inflation pressures. 


Chart 20: The growth of business credit has picked up, while household credit 
growth has moderated 
3-month percentage change (at annual rates) 
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Source: Bank of Canada Last observation: February 2012 
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The slack in the Canadian > 
economy is now estimated to be 
less than previously expected 


The Bank judges that the > 
economy was operating at 

roughly half a per cent below its 
production capacity in the first 
guarter of 2012 


Estimated Pressures on Capacity 


The slack in the Canadian economy is now estimated to be less than pre- 
viously expected, since the level of real GDP in the first quarter of 2012 is 
estimated to be 0.3 per cent higher than the Bank had forecast in the 
January Report. This reflects the combination of an upward revision to 
reported GDP growth in the third quarter of 2011, an upwardly revised esti- 
mate of 2.5 per cent growth for the first quarter of 2012, and fourth-quarter 
growth of 1.8 per cent, which was broadly in line with expectations in the 
January Report. On balance, these results reflect greater momentum in 
household consumption and business investment in Canada, as well as 
stronger-than-anticipated foreign activity. The Bank’s conventional measure 
of the output gap, at -0.4 per cent in the first quarter of 2012, also points to 
less slack in the economy than previously expected (Chart 21). This is con- 
sistent with responses to the Bank’s Business Outlook Survey in recent 
quarters, which have shown that the proportion of firms that would have 
difficulty responding to an unexpected increase in demand has remained 
close to its historical average. 


Developments in labour market indicators have been consistent with the 
persistence of a slightly greater degree of excess supply. Despite notable 
improvements in March, both employment and the unemployment rate are 
little changed, overall, from their levels six months ago (Chart 22). Similarly, 
the proportion of involuntary part-time workers has only partially recovered 
from its sharp rise during the recession, pointing to the persistence of 
unused capacity in the labour market. The proportion of firms reporting 
labour shortages in the Bank’s spring Business Outlook Survey also 
remained below its historical average. 


On balance, the Bank judges that the economy was operating at roughly 
half a per cent below its production capacity in the first quarter of 2012, a 
smaller degree of slack than had been anticipated in the January Report. 


Chart 21: Excess supply remains in the Canadian economy 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms 
indicating that they would have either some or significant difficulty meeting an unanticipated 
increase in demand/sales. 

. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s conven- 

tional measure. The estimate for the first quarter of 2012 (indicated by *) is based on a projected 
increase in output of 2.5 per cent (at annual rates) for the quarter. 
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Source: Bank of Canada Last observation: 201201 


Chart 22: Indicators suggest that some slack remains in the labour market 
Monthly data 
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a. Expressed as a percentage of total part-time employment, unadjusted, 12-month moving average 
Source: Statistics Canada Last observation: March 2012 


The Real Economy 


The Bank expects a moderate pace of expansion to continue over the pro- 
jection horizon (Chart 23). On an average annual basis, real GDP is forecast 
to grow by 2.4 per cent in both 2012 and 2013, before moderating to 2.2 per 
cent, the rate of the economy’s production potential, in 2014 (Table 2). 
Private domestic demand, supported by accommodative domestic financial 
conditions, is expected to account for almost all of Canada’s economic 
growth over the projection horizon (Chart 24). 


Chart 23: Real GDP is expected to grow at a moderate pace 


2008 2009 2010 2011 2012 2013 2014 


— Year-over-year percentage i Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--- Base-case projection “SS Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 
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Table 2: Contributions to average annual real GDP growth 
Percentage points* 
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Government 7 0.2(0.3)  0.0¢01) 0.10.2) 04 
Business fixed investment _ 1.5 (1.3) ert. 9 (0.6) ih 07 (1.0) 0.7 
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Potential output 1.6 (1.6) 2.0 (2.0) 2. 1 (2. a) | Dae 

Real gross domestic income (GDI) 37 (3.4) 2.2 (1.9) 7x. 5 (3.0) | 


a. Figures in parentheses are from the base-case projection in the January 2012 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in the October 2011 Monetary Policy Report. 


Chart 24: Private domestic demand is projected to account for almost 
all of the economic growth in Canada 
Contributions to real GDP growth 


Percentage points 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


This outlook for the Canadian economy is slightly firmer than in the January 
Report, with greater momentum through 2012 than had been anticipated, 
although the projected pace of growth in 2013 is now somewhat more 
modest than previously envisaged (Table 3). The stronger quarterly profile 
over most of 2012 partly reflects more positive sentiment than previously 
assumed, in line with the stronger U.S. and global economic outlook.’ The 
profile for growth in consumption and investment is more front-loaded than 
previously expected, in part reflecting a more rapid improvement in confi- 
dence (Chart 25). The rise in global oil prices since the January Report is 


7 Growth in the first half of 2012 is also being boosted by temporary factors related to the rebuilding 
of motor vehicle inventories, following the large drawdown that took place in the latter part of 2011 
as a result of the flooding in Thailand, as well as a return to more normal production in the oil sector 
following disruptions at the end of 2011. 


Table 3: Summary of the base-case projection for Canada? 


Real GDP (quarter-over-quarter 
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a. Figures in parentheses are from the base-case projection in the January 2012 Monetary Policy Report. 
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b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 13 April 2012 


Chart 25: Consumer confidence and business sentiment have rebounded 
from their recent troughs 
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not, however, expected to provide a further boost to domestic demand 
through higher real incomes, since the prices received by Canadian producers 
have gone down, while those paid by Canadian consumers have gone up 
(Box 1). Nonetheless, the recent greater momentum in private domestic 
demand is forecast to result in a higher profile for imports than in January, 
offsetting the more positive contribution to economic growth of stronger 
foreign activity and stronger Canadian exports in this projection. 


Growth in household expenditures (the combination of consumer spending 
and residential investment) has picked up in recent quarters, and is 
expected to continue at a moderate pace through 2014. The Bank continues 


< Growth in household 
expenditures has picked up 
in recent quarters 
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The ratio of household debt > to expect consumption to grow at a rate that is slightly below the projected 
to income is projected to rise moderate growth in personal disposable income (Chart 26), resulting in a 
further slight rise in the savings rate (Box 2). Growth in residential investment, 


which is currently supported by very favourable mortgage-financing condi- 
tions (Chart 27), is forecast to slow over the projection horizon. Nonetheless, 
the ratio of household expenditures to GDP is expected to remain relatively 
high over the projection horizon (Chart 28). In that context, the ratio of 
household debt to income is projected to rise further. 


Chart 26: Moderate growth in personal disposable income is expected 
over the projection horizon 
Percentage change, annual data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 27: Multiples are contributing importantly to housing activity 
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Box 2 


The Savings Rate, Housing Wealth and Debt 


The personal savings rate in Canada was 3.4 per cent in the 
fourth quarter of 2011, close to its average level of the past 
10 years. This is, however, a much lower rate than had been 
observed previously in Canada. Since 1961, the savings rate 
has averaged roughly 9 per cent; excluding the period of 
high and variable inflation from the mid-1970s through the 
1980s, the savings rate has averaged roughly 6.5 per cent 
(Chart 2-A).' 


The historically low savings rates seen over the past decade 
have coincided with considerable financial innovation, large 
and persistent increases in house prices, and elevated levels 
of residential investment. Since 2001, the value of residen- 
tial real estate in Canada has doubled to about $3 trillion. 


It is not surprising that households would seek to consume 
some fraction of their increase in housing wealth, either by 
extracting higher housing equity to spend or by consuming 
more out of current income because they feel wealthier; 
either of these would result in a lower measured personal 
savings rate. Empirical estimates of the total marginal pro- 
pensity to consume out of housing wealth in Canada range 
from 6 per cent to 16 per cent over the long run, assuming 
that the increases in wealth are viewed as permanent.? This 
housing wealth effect on consumption may have increased 
over time, as financial innovations have made it easier to 
borrow against increased home equity. 


Research at the Bank confirms that the extraction of 
housing equity through borrowing has increased sub- 
stantially over the past decade, accounting for a large 
share of the increase in household debt and contributing 
importantly to consumption.* The amount of home equity 
extracted through home-equity lines of credit (HELOCs) 
and net mortgage refinancing grew from $8 billion in 2001 
to $64 billion in 2010 (Chart 2-B). Surveys suggest that 
approximately half of this equity extraction is used either 
for current consumption or to pay off other debt, much of 
which will be higher-rate debt, itself used to finance past 


1 The high-inflation environment in the 1970s and 1980s importantly accounted 
for the elevated personal savings rates observed in that period. Nonetheless, 
the savings rates observed over the past decade have, on balance, been lower 
than in the 1960s, when inflation was similarly low and stable. 


2 See P. Catte, N. Girouard, R. Price and C. André, “The Contribution of Housing 
Markets to Cyclical Resilience,” OECD Economic Studies No. 38, 2004, and 
C. Bertaut, “Equity Prices, Household Wealth and Consumption Growth in 
Foreign Industrial Countries,” Federal Reserve Board International Discussion 
Papers No. 724, 2002. 


3  Inprinciple, equity can be extracted in two ways, either through borrowing or 
through the sale of an asset. 

4 See J. Bailliu, K. Kartashova and C. Meh, “Household Borrowing and Spending in 
Canada,” Bank of Canada Review (Winter 2011-2012): 16-29. 
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consumption. Overall, it is estimated that home-equity 
extraction has funded roughly 3 per cent of aggregate 
consumer spending in Canada in recent years, up from less 
than 1 per cent in 2001. A simulated alternative personal 
savings rate, calculated by excluding consumption funded 


(continued...) 


Chart 2-A: The personal savings rate remains low 
Quarterly data 
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Chart 2-B: Home-equity extraction has increased 
significantly over the past decade 
Components of home-equity extraction, annual data 
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Box 2 (continued) 


directly through HELOCs and net mortgage refinancing, has 
averaged close to 5 per cent over the past decade, nearer 
to the level observed through the second half of the 1990s 
(Chart 2-C).>® 


Home equity extracted through additional borrowing cannot 
fund higher consumption indefinitely. Once the proportion 
of homeowners that access higher housing wealth through 
HELOCs reaches its peak, the personal savings rate can be 
expected to rise. This implies a lower level of consumption 
relative to income. With less equity in their homes, house- 
holds would also be more exposed to a decline in house 
prices, which could further dampen consumption. 


5 SeeA. Greenspan and J. Kennedy, “Sources and Uses of Equity Extracted from 
Homes,” Finance and Economics Discussion Series 2007-20, 2007, for a similar 
analysis of the potential effects of home-equity extraction on the savings rate in 
the United States. 


6 This analysis abstracts from potential endogenous responses of households and 
financial institutions. 


Chart 2-C: The savings rate has been considerably lower as 
consumption funded by home-equity extraction has grown 
Savings rate, annual data 
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and Bank of Canada calculations Last observation: 2010 


Chart 28: The share of household expenditures in GDP is expected 
to remain elevated 
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The Bank continues to expect > 
robust growth in business fixed 
investment 


The Bank continues to expect robust growth in business fixed investment 
over the projection horizon, reflecting the strong financial positions of 
Canadian firms, favourable credit conditions, high commodity prices and 


the strong Canadian dollar, as well as the impetus to improve productivity 
amid heightened pressures to become more competitive. This robust out- 
look for growth in investment broadly maintains the share of investment in 
GDP around its historical average (Chart 29). The projected profile for busi- 
ness fixed investment has been revised up from the January Report, par- 
ticularly for 2012, reflecting a stronger and less uncertain global economic 
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Chart 29: Investment as a share of GDP is expected to remain near historical 
averages 
Quarterly data 
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outlook. This forecast is consistent with Statistics Canada’s survey on pri- 
vate and public investment intentions, which points to strong growth in 2012 
led by the oil and gas sector, and with the Bank’s spring Business Outlook 
Survey, which indicates that investment intentions over the next 12 months 
remain strongly positive. 


The contribution of government spending to real GDP growth is expected to < The contribution of government 
be quite modest over the projection horizon, in line with the fiscal plans of spending to real GDP growth is 
federal and provincial governments to consolidate spending, as outlined in expected to be quite modest 


recent budget statements. In this regard, significant downward revisions to 
National Accounts estimates of government spending in recent quarters 
suggest that the unwinding of the temporary fiscal stimulus measures 
implemented during the recession was largely completed by the end of 2011. 
In light of these developments, the Bank assumes a somewhat lower overall 
profile for government expenditures over the projection horizon than in the 
January Report. 


The recovery in net exports is expected to remain weak. With low levels of « Canada’s exports are not 
U.S. demand for autos and housing, coupled with ongoing competitiveness forecast to regain their pre- 
challenges, Canada’s exports are not forecast to regain their pre-recession recession peak until the end 
peak until the end of 2013 (Chart 30). In contrast, the level of imports has of 2013 


already regained its pre-recession peak. Partly as a result, Canada’s current 
account balance has declined from a pre-recession surplus to a deficit of 
approximately 2 per cent of GDP, which is projected to persist over the 
forecast horizon (Chart 31). 


With a somewhat stronger external environment and slightly more 
momentum in domestic demand, both exports and imports are expected 
to rise at a somewhat faster pace than anticipated in the January Report, 
although the Bank continues to expect that net exports will contribute little 
to Canada’s GDP growth over the projection horizon. 


Overall, real GDP in Canada is projected to grow at a slightly faster pace < The economy is anticipated to 
than the estimated growth rate of potential output in coming quarters. As a gradually return to full capacity 
result, the economy is anticipated to gradually return to full capacity by the by the first half of 2013 
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first half of 2013, earlier than expected in the January Report. In this context, 
the Canadian economy is forecast to operate with somewhat less slack 
throughout the projection horizon than indicated in the January base-case 
scenario, largely reflecting the slightly higher level of economic activity seen 
recently. 


Chart 30: The recovery in exports is expected to remain weak 
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Chart 31: Canada’s current account deficit reflects weak exports 
Quarterly data 
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Inflation 


Core CPI inflation averaged 2.2 per cent over January and February, up 
slightly from 2.1 per cent in the fourth quarter. As anticipated, the gradual 
increase from 1.5 per cent in the first half of 2011 partly reflected the lagged 
effects of higher world prices for agricultural products on the prices of food 
and clothing, as well as the dissipation of the effect of the introduction of the 
harmonized sales tax (HST) in Ontario and British Columbia in the third 
quarter of 2010 on year-over-year core inflation. This upward movement in 
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core inflation has also been reflected in alternative measures of underlying < With the rebound in gasoline 
inflation (Chart 32). Despite higher core inflation, total CPI inflation has prices in recent months, total 
declined from its peak of 3.4 per cent in the second quarter of 2011 to an CPI inflation has remained 


average of 2.6 per cent in January and February. This drop reflects some higher than expected 


moderation in gasoline prices from levels seen a year ago, as well as the 
unwinding of the direct effects of the HST on year-over-year inflation. However, 
with the rebound in gasoline prices in recent months, total CPI inflation has 
remained higher than expected in the January Report. 


Chart 32: Underlying inflation has been slightly firmer recently 


Alternative measures of core inflation, year-over-year percentage change, 
monthly data 
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== Core CPl@ — MEANSTD® 
——— CPI excluding food, energy, and changes = === CPIW®° 
in indirect taxes — Weighted median? 


a. Excludes eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
b. Weighted average of the cross-sectional distribution of price changes that has been trimmed to exclude 
values further than 1.5 standard deviations from the average and the effect of changes in indirect taxes 
. Adjusts each CPI basket weight by a factor that is inversely proportional to the component’s variability 
and is adjusted to exclude the effect of changes in indirect taxes 
d. Percentage change in the CPI component at the midpoint of the cross-sectional distribution of weighted 
price variation, adjusted to exclude the effect of changes in indirect taxes 


fo) 


Sources: Statistics Canada and Bank of Canada Last observation: February 2012 
Inflation expectations remain well anchored. The April Consensus < Inflation expectations remain 
Economics forecasts for total CPI inflation in 2012 and 2013 were 2.1 per well anchored 


cent and 2.0 per cent, respectively. As reported in the Bank’s spring 
Business Outlook Survey, over 90 per cent of firms expect average inflation 
over the next two years to remain within the 1 to 3 per cent inflation-control 
range. Market-based measures of longer-term inflation expectations also 
continue to be consistent with the 2 per cent inflation-control target. 


Core inflation is projected to stay close to 2 per cent over the projection « Core inflation is projected to 
horizon (Chart 33), as the economy remains near its production potential, the Stay close to 2 per cent over the 
growth of labour compensation remains moderate (Chart 34) and inflation projection horizon 


expectations stay well anchored. The Bank forecasts a slight decline in core 
inflation in the near term, reflecting the unwinding of the effects of higher 
prices for food and clothing on year-over-year inflation, as well as lower elec- 
tricity prices. Core inflation is expected to converge to 2 per cent thereafter as 
excess supply is fully absorbed. As well, the indirect effects associated with 
the announced restoration of the provincial sales tax in British Columbia are 
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Chart 33: Total and core CPI inflation in Canada are projected to remain 
close to 2 per cent over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 


2008 2009 2010 2011 
——— Core Pia —— Target 


2012 2013 
Control range 


2014 
Oral rel 
Note: Dotted lines indicate projections. 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 34: Increases in labour compensation have been moderate 
in recent quarters 
Quarterly data 
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—— Effective annual increase in base wage rates for newly negotiated settlements (all industries) 
== Compensation per hour (year-over-year percentage change) 
—— Average hourly earnings of permanent workers (year-over-year percentage change) 


2007 2008 2009 2010 2011 


Note: The 2012Q1 number for the effective increase in base wage rates for newly negotiated settlements is 
approximated by January data. 


Sources: Statistics Canada and Human Resources 


and Skills Development Canada Last observations: 201104 and 2012Q1 
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expected to provide a modest temporary lift to core inflation, beginning in the 
second quarter of 2013.® Underlying inflation is somewhat firmer than in the 
January Report, owing largely to reduced economic slack. 


Total CPI inflation is also projected to decline in the near term to close to <4 Total CPI inflation is projected to 
2 per cent, in part reflecting lower core inflation, and to remain around the decline in the near term to close 
target over the balance of the projection horizon. The Bank no longer expects to the 2 per cent target 


total CPI inflation to move significantly below 2 per cent later in 2012. This 
reflects slightly firmer underlying inflation and, more importantly, the fact that 
the higher prices for gasoline observed recently (primarily because of higher 
prices for Brent crude oil, Box 1) are expected to be more persistent. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 35 and Chart 36 depict the 50 per cent and 90 per 
cent confidence bands for year-over-year core inflation and total CPI infla- 
tion from the second quarter of 2012 to the end of 2014. 


Chart 35: Projection for core CPI inflation Chart 36: Projection for total CPI inflation 


Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 


% % 


2011 2012 2013 2014 uae ate ae Ue 
— Base-case scenario 50 per cent confidence interval — Base-case scenario 50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 

Source: Bank of Canada Source: Bank of Canada 


8 The province of British Columbia has announced that, in April 2013, it will reverse the July 2010 
harmonization of its provincial sales tax with the federal goods and services tax. The section on the 
projection for inflation in the April 2010 Monetary Policy Report provided details on the estimates of the 
direct impact on total CPI and the indirect impact on core CPI stemming from this tax harmonization. 
According to the Bank’s calculations, announced changes to the HST and other indirect taxes in British 
Columbia are expected to temporarily increase the year-over-year rate of core inflation by an estimated 
0.1 percentage point, and to temporarily reduce the year-over-year rate of total inflation by an estimated 
0.1 percentage point, between the second quarter of 2013 and the first quarter of 2014. As in the 
January base-case scenario, the projection also incorporates the impact of the increase in the Quebec 
Sales Tax in January 2012, which is estimated to boost total inflation by an estimated 0.1 percentage 
point in 2012. As with previous changes in indirect taxes, for the purposes of monetary policy, the Bank 
is looking through the first-round effect of these changes on prices. 
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RISKS to the Outlook 


cera OTHE OUTLOOKS, QB 


Despite recent improvements to the outlook for the global and Canadian 
economies, risks remain elevated. Significant steps have been taken to 
address the sovereign debt and banking crisis in the euro area, reducing 
the chances of an extreme negative event, but risks in this regard still rest 
clearly on the downside. 


The three main upside risks to inflation in Canada relate to the possibility of 
higher-than-expected oil prices, stronger-than-expected growth in the U.S. 
economy and stronger momentum in Canadian household spending. 


* Global inflationary pressures could be more persistent than currently 
projected if oil prices continue to rise and remain above the levels implied 
by current futures prices. 


# Private sector demand in the United States could be stronger than 
anticipated, and fiscal policy could exert a smaller-than-anticipated drag 
on growth, if U.S. authorities smooth the path of fiscal consolidation 
following the November elections. 


*" Household expenditures in Canada have been stronger than expected 
and could have more momentum than currently projected. 


The two main downside risks to inflation in Canada relate to a reintensification 
of sovereign debt and banking concerns in Europe, and the possibility that 
growth in Canadian household spending could be weaker than projected. 


* Although policy initiatives to address the sovereign debt and banking 
Crisis in the euro area have resulted in some improvement in European 
debt markets and global financial conditions, this risk could re-escalate, 
affecting Canada through financial, confidence and trade channels. 


* Continuing high household debt levels in Canada could lead to a sharper- 
than-expected deceleration in household spending. Relatedly, if there 
were a Sudden weakening in the Canadian housing sector, it could have 
sizable spillover effects on other areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 
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Monetary Policy Report Summary 


April 2012 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s outlook 


based on data received up to 13 April 2012. 


The profile for global economic growth has improved 
since January. Europe is expected to emerge slowly 
from recession in the second half of 2012, although the 
risks around this outlook remain high. The profile for 
U.S. growth is slightly stronger, reflecting the balance of 
somewhat improved labour markets, financial conditions 
and confidence on the one hand, and emerging fiscal 
consolidation and ongoing household deleveraging on 
the other. Economic activity in emerging-market econ- 
omies is expected to moderate to a still-robust pace 
over the projection horizon, supported by an easing of 
macroeconomic policies. Improved global economic 
prospects, supply disruptions and geopolitical risks 
have kept commodity prices elevated. In particular, the 
international price of oil has risen further and is now 
considerably higher than that received by Canadian pro- 
ducers. If sustained, these oil price developments could 
dampen the improvement in economic momentum. 


Overall, economic momentum in Canada is slightly 
firmer than the Bank had expected in January. The 
external headwinds facing Canada have abated some- 
what, with the U.S. recovery more resilient and financial 
conditions more supportive than previously anticipated. 
As a result, business and household confidence are 
improving faster than forecast in January. The Bank 
projects that private domestic demand will account 

for almost all of Canada’s economic growth over the 
projection horizon. Household spending is expected 

to remain high relative to GDP as households add to 
their debt burden, which remains the biggest domestic 
risk. Business investment is projected to remain robust, 
reflecting solid balance sheets, very favourable credit 
conditions, continuing strong terms of trade and height- 
ened competitive pressures. The contribution of govern- 
ment spending to growth is expected to be quite modest 
over the projection horizon, in line with recent federal 
and provincial budgets. The recovery in net exports is 
likely to remain weak in light of modest external demand 
and ongoing competitiveness challenges, including the 
persistent strength of the Canadian dollar. 


Highlights 
* The profile for global economic growth has 
improved since January. 


Economic momentum in Canada is slightly 
firmer than the Bank had expected. 


» The Bank projects the Canadian economy 
will grow by 2.4 per cent in 2012 and 2013 
before moderating to 2.2 per cent in 2014. 
The economy is now expected to return to 
full capacity in the first half of 2013. 


« Total and core inflation are expected to be 
around 2 per cent over the balance of the 
projection horizon. 


» On 8 March and 17 April, the Bank maintained 
the target for the overnight rate at 1 per cent. 


The Bank projects that the economy will grow by 2.4 per 
cent in both 2012 and 2013 before moderating to 2.2 per 
cent in 2014. The degree of economic slack has been 
somewhat smaller than the Bank had anticipated in 
January, and the economy is now expected to return to 
full capacity in the first half of 2013. 


As a result of this reduced slack and higher gasoline 
prices, the profile for inflation is expected to be 
somewhat firmer than anticipated in January. After 
moderating this quarter, total CPI inflation is expected, 
along with core inflation, to be around 2 per cent over 
the balance of the projection horizon as the economy 
reaches its production potential, the growth of labour 
compensation remains moderate and inflation expecta- 
tions stay well anchored. 
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Despite recent improvements to the outlook for the 
global and Canadian economies, risks remain elevated. 


The three main upside risks to inflation in Canada relate 
to the possibility of higher-than-expected oil prices, 
stronger-than-expected growth in the U.S. economy and 
stronger momentum in Canadian household spending. 


Projection for global economic gov 


The two main downside risks to inflation in Canada 
relate to a reintensification of sovereign debt and 
banking concerns in Europe, and the possibility that 
growth in Canadian household spending could be 
weaker than projected. 


Share of real global - 


Projected growth: (per cent)? 


| Per sce Tour, he | 2012 2013 | 2014 
United States _ Cy Sean ae ee 
Euroarea ace | 1805) cs -0.6(1.0) 080.9) 14 
Japan Se : sae 70.8 a 8 oe] SiG Sas 7 
China 14 | 9.201) | 81(6.2) | 8.0(8.0) | 8.0 
Rest of the world va 4 | 4342 | 3481 | 3502 | 37 
World ~-400—~—t«=“‘«‘“‘<«‘X BB) «| O3.2QQQ) | 3439) © ©3. 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2010. Source: IMF, World Economic Outlook, September 2011 


b. Numbers in parentheses are projections used for the January 2012 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


2011 2012 

(aged Ic oko eked 
—— een te 
Real GDP (quarter-over-quarter oars 20) 2.5 2.4 
percentage change at annual rates) (20) (1-8) 8) G8) 2} 
Real GDP (year-over-year percentage |} 2.2 | 2.0 Zon Pas 
change) (2.1) | alg) |, (8h) {eles)) 
Core inflation (year-over-year Za 2A 1.9 1.8 
percentage change) | (2.2) | (2.1) (2.0) | (1.9) 
Total CPI (year-over-year percentage 2.6 2.4 2.0 22 
change) | (2.8) | ZP) | (Gs) |) Ged) 
Total CPI excluding the effect of the | 25 [ Pag 1.9 24 
HST and changes in other indirect (227) (2.1) (1.4) | (1.6) 
taxes (year-over-year percentage 
change) 
WTIP (level) 94 | 103 | 103 | 104 

(94) | (101) (102) | (102) | 

Brent? (level) | 109 | 118 | 122 | 121 

| (109) | (112) (111) | (110) 


| 2013 2014 
"O04 | BGiedoewl eas Ole) C2 O37 Oa 
D Sale? SUiy DORN MO.S 2A Mie 2 Mh P2.2eiperzia 
2.6) | 31) G4) 8.0) 

25 | 28s) 2a 4ie2AAl 2: iets Di Py He Oe? Hirao 
LO Milas SE Catalase! a ecvirae tucalion wel erly 
{Bay mel alee) sib aed PSE ER ei as 
(17) ih (9) 0-9) ) 2.0) 

PF SEES ae a PN EG) 19 20 20 eat) 
ay RS ied ay fed ania ale eat 
ied deh al neo nen eee 20) 20) 20 | 20 
(1.6) | (1.8) | (1.9) | (2.0) 

10S. feglO5 Salen 05.01 4104 102 101 99 99 
(101) | (100) 99) | 98) 

119 oh Vz 115 ae 110 108 106 | 104 
(109) | (107) (106) | (105) 


a. Figures in parentheses are from the base-case projection in the January 2012 Monetary Policy Report. 


b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per 


barrel), based on an average of futures contracts over the two weeks ending 13 April 2012 


Overall, the Bank judges that the risks to the inflation 
outlook in Canada are roughly balanced over the projec- 
tion period. 


Reflecting all of these factors, on 17 April, the Bank 
maintained the target for the overnight rate at 1 per 
cent. In light of the reduced slack in the economy and 
firmer underlying inflation, some modest withdrawal of 
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the present considerable monetary policy stimulus may 
become appropriate, consistent with achieving the 2 per 
cent inflation target over the medium term. The timing 
and degree of any such withdrawal will be weighed 
carefully against domestic and global economic 
developments. 


Real GDP is expected to grow at a moderate pace 


2008 2009 
— Year-over-year percentage 
change in real GDP 
--- Base-case projection 


2010 2011 


2012 2013 2014 


@88 Quarter-over-quarter percentage 
change in real GDP, at annual rates 
NAN Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Total and core CPI inflation in Canada are projected to remain close to 2 per cent 


over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 


2008 2009 2010 
—— Total CPI 


Note: Dotted lines indicate projections. 


2011 2012 
— Core CPl@ —— Target 


¢ Peseeccece 


2013 
Control range 


2014 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 


the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


A SUMMARY 


NK OF CANADA * MONETARY POLICY REPORT * APRIL 201 


Ds) 


Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: www.bankofcanada.ca 


Monetary Policy Report (January, April, July and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly)* 

Business Outlook Survey (January, April, July and October) 
Senior Loan Officer Survey (January, April, July and October)* 
Speeches and Statements by the Governor” 

Bank of Canada Banking and Financial Statistics (monthly)* 
Weekly Financial Statistics (published each Friday)* 


Renewal of the Inflation-Control Target: Background 
Information 


Annual Report” 


* 


Available only on the Bank’s website 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


Conference Proceedings 

Conference volumes published up to and including April 2005 
are available in print and on the Bank’s website. Print copies 
can be purchased for Can$15 plus applicable taxes. Papers and 
proceedings from Bank of Canada conferences, seminars and 
workshops held after April 2005 are now published exclusively 
on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers* 
Technical Reports, Working Papers and Discussion Papers are 
usually published in the original language only, with an abstract 
in both official languages. Discussion Papers deal with finished 
work on technical issues related to the functions and policy- 
making of the Bank. They are of interest to specialists and other 
central bankers. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. 


Print copies of the Report and the Summary may be obtained by contacting Publications Distribution, Communications Department, 


Bank of Canada, 234 Wellington St., Ottawa, Ontario, Canada K1A 0G9 


Telephone: 1 800 303-1282; email: publications@bankofcanada.ca; website: www.bankofcanada.ca 
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Canada’s Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada's experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest. These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand 
and the economy's production capacity is, over time, the 
primary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report is a 
key element of this approach. Policy decisions are typi- 
cally announced on eight pre-set days during the year, 
and full updates of the Bank's outlook, including risks to 
the projection, are published four times per year in the 
Monetary Policy Report. 


Inflation targeting is symmetric and flexible 


Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CP! com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Contro! Target (8 November 2011) and 
Renewal of the Inflation-Control Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: 


Public Information 
Communications Department 
Bank of Canada 

234 Wellington Street 
Ottawa, Ontario K1A 0G9 


Telephone: 613 782-8111; 
1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca; Website: bankofcanada.ca 


ISSN 1201-8783 (Print) 
ISSN 1490-1234 (Online) 
©2012 Bank of Canada 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Jean Boivin and Agathe Cédte. 


This report includes data received up to 13 July 2012. 


“Despite the troubles abroad, there has been a quiet pride in how 
Canada has fared....And a very strong desire to move forward.” 


— Mark Carney 


Governor, Bank of Canada 
1 May 2012 
Toronto, Ontario 
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OVERVIEW 
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Overview 


Global growth prospects have weakened since April. While the economic 
expansion in the United States continues at a gradual but somewhat slower 
pace, developments in Europe point to a renewed contraction. In China and 
other emerging economies, the deceleration in growth has been greater 
than anticipated, reflecting past policy tightening and weaker external 
demand. This slowdown in global activity has led to a sizable reduction 

in commodity prices, although they remain elevated. The combination of 
increasing global excess capacity over the projection horizon and reduced 
commodity prices is expected to moderate global inflationary pressures. 
Global financial conditions have also deteriorated since April, with periods 
of considerable volatility. The Bank’s base-case projection assumes that the 
European crisis will continue to be contained, although this assumption is 
subject to downside risks. 


While global headwinds are restraining Canadian economic activity, 
domestic factors are expected to support moderate growth in Canada. The 
Bank expects the economy to grow at a pace roughly in line with its produc- 
tion potential in the near term, before picking up through 2013. Consumption 
and business investment are expected to be the primary drivers of growth, 
reflecting very stimulative domestic financial conditions. However, their pace 
will be influenced by external headwinds, notably the effects of lower com- 
modity prices on Canadian incomes and wealth, as well as by record-high 
household debt. Housing activity is expected to slow from record levels. 
Government spending is not projected to contribute to growth in 2012 and 
to contribute only modestly thereafter, in line with plans to consolidate 
spending by federal and provincial governments. Canadian exports are 
projected to remain below their pre-recession peak until the beginning of 
2014, reflecting the dynamics of foreign demand and ongoing competitive- 
ness challenges, including the persistent strength of the Canadian dollar. 


The Bank projects that the economy will grow by 2.1 per cent in 2012, 

2.3 per cent in 2013 and 2.5 per cent in 2014. The economy is expected to 
reach full capacity in the second half of 2013, thus operating with a small 
amount of slack for somewhat longer than previously anticipated. 


Core inflation is forecast to remain around 2 per cent over the projection 
horizon as the economy operates near its production potential, growth in 
labour compensation stays moderate and inflation expectations remain well 
anchored. Given the recent drop in gasoline prices and with futures prices 
suggesting persistently lower oil prices, the Bank expects total CPI inflation 
to remain noticeably below the 2 per cent target over the coming year before 
returning to target around mid-2013. 
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The inflation outlook in Canada is subject to significant risks. 


The three main upside risks to inflation in Canada relate to the possibility of 
higher global inflationary pressures, stronger Canadian exports and stronger 
momentum in Canadian household spending. 


The three main downside risks to inflation in Canada relate to the European 
crisis, weaker global momentum and the possibility that growth in Canadian 
household spending could be weaker. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 


Reflecting all of these factors, on 17 July, the Bank decided to maintain the 
target for the overnight rate at 1 per cent. To the extent that the economic 
expansion continues and the current excess supply in the economy is grad- 
ually absorbed, some modest withdrawal of the present considerable monetary 
policy stimulus may become appropriate, consistent with achieving the 

2 per cent inflation target over the medium term. The timing and degree of 
any such withdrawal will be weighed carefully against domestic and global 
economic developments. 
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Global Economy 
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The prospects for global economic growth have weakened since the April 
Monetary Policy Report. While the economic expansion in the United States 
continues at a gradual but somewhat slower pace, developments in the euro 
area point to a renewed contraction. In China and other emerging-market 
countries, the deceleration in economic growth has been greater than pre- 
viously anticipated. This slowdown in global economic activity has led toa 
sizable reduction in commodity prices, although they remain elevated. 
Global financial conditions have deteriorated since the last Report, with 
periods of considerable volatility. 


Global economic growth is expected to moderate from 3.8 per cent in 2011 to 
3.1 per cent in 2012 and 2013, before rising to 3.5 per cent in 2014 (Table 1). 
Given this relatively modest growth profile, global excess capacity is expected 
to increase over the projection horizon. The Bank’s base-case scenario 
assumes that the crisis in the euro area will continue to be contained, 
although this assumption is subject to downside risks. The projection also 
assumes that current legislation in the United States, which implies a severe 
tightening of fiscal policy at the beginning of 2013 (the so-called “fiscal cliff”), 
will be modified to spread the fiscal contraction over several years. 


Table 1: Projection for global economic growth 


| b 
Share of real global —__ mblciesied: Growsy (p ease cent) 


GDP@(percent) 2011/2012, 2013 2014 
United States (92 SAN deel Migi2s) al Mae mie ne) a 
Euro area WY ea) te C08) * = 30.8) | 1.3(1.4) _ 
Japan ss |S SSSSC=*«sCecnry | 259) | 13068) | 09116) _ 
China nie | oaae aay Ps 8(8.0)  7.8(8.0) 
Restoftheworld | = 47 | 43 43) | 32.4) ae ANG 5) | 3337) 
World A eNOS ie rere 4) | 3.5(3.8) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2011. Source: IMF, World Economic Outlook, April 2012 


b. Numbers in parentheses are projections used for the April 2012 Monetary Policy Report. 
Source: Bank of Canada 


Underlying inflation pressures in advanced economies are expected to ease 
over the projection horizon in response to the considerable excess capacity. 
As a result, central banks in some advanced economies have provided addi- 
tional monetary stimulus, either by lowering policy interest rates (Chart 1) 

or by undertaking further unconventional measures. In emerging-market 
economies (EMEs), some of the past monetary tightening is being reversed 
and new fiscal stimulus has been announced. 


“ The prospects for 
global economic growth 
have weakened 


“ Global excess capacity is 
expected to increase 


A 


GLOBAL ECONOMY 
BANK OF CANADA * MONETARY POLICY REPORT * JULY 2012 


Chart 1: 


Policy interest rates are at historically low levels in advanced 


Global financial conditions 
have deteriorated 


Corporate bond issuance 
outside of Europe has held up 


economies 
Policy interest rates, daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent toa 
range of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy 
rate of 0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank and Bank of Japan Last observation: 13 July 2012 


Global Financial Conditions 


Global financial conditions have deteriorated since the last Report. 
Renewed worries about the sustainability of sovereign debt and the health 
of the banking sectors in some euro-area economies, as well as downward 
revisions to the prospects for global economic growth, have led to a signifi- 
cant deterioration in market sentiment. Spreads on some euro-area Sover- 
eign bonds have risen markedly over the period, with Spanish spreads 
relative to German bonds reaching euro-era record highs (Chart 2). 


At the same time, growing investor appetite for safer and more-liquid assets 
has pushed government bond yields in most major advanced economies 

to record lows (Chart 3) and exerted strong upward pressure on currencies 
such as the U.S. dollar and the Japanese yen. The value of the euro, in con- 
trast, has weakened noticeably and a large number of emerging-market cur- 
rencies have also fallen, in response to an abrupt reversal of capital flows. 


Other asset classes have also been affected by changes in market senti- 
ment. Equity prices have softened in the past few months, especially bank 
equities (Chart 4). However, corporate bond issuance outside of Europe has 
held up relatively well and spreads are little changed from their levels at the 
time of the last Report. 


Bank funding conditions have tightened in recent months, although the 
extent has varied across countries. Banks in a number of economies, such 
as the United States and the United Kingdom, have experienced a rela- 
tively modest rise in funding costs, while banks in the euro area are facing 
increased pressures. As a consequence, euro-area banks have continued to 
tighten credit conditions (Chart 5). 


Developments in Europe have also affected bank lending conditions in a 
number of other countries. Banks in the United Kingdom have tightened 
lending terms on some loans to households and corporations. Although 
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Chart 2: Yield spreads on Italian and Spanish sovereign bonds are at or 
near all-time highs 
10-year sovereign yield spreads over German bonds, daily data 
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Note: Owing to data limitations, yields on 9-year sovereign bonds are used for Ireland. 
Source: Bloomberg Last observation: 13 July 2012 


Chart 3: Government bond yields in most major advanced economies have 
recently hit new lows 
Yields on 10-year sovereign bonds, daily data 
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U.S. banks have implemented a modest easing of lending standards more 
broadly in recent months, they have tightened standards on loans to 
European banks and to non-financial firms that have substantial exposure 
to Europe. 


Euro Area 


Real GDP in the euro area contracted by 1.3 per cent in the fourth quarter of 
2011 and was basically unchanged in the first quarter of 2012. While GDP 
growth was stronger in the first quarter than anticipated in the April Report, 
this positive surprise is unlikely to persist, as economic conditions continue 
to deteriorate in many euro-area countries. With nearly half of all euro-area 
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Chart 4: Equity prices have decreased in the past few months 
Indexes (1 January 2011 = 100), daily data 
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Chart 5: Banks in the euro area have continued to tighten lending conditions 
Net percentages of banks contributing to credit tightening for businesses 


Factors contributing to credit tightening 
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Note: Data reflect responses to the euro-area Bank Lending Survey. 
Source: European Central Bank Last observation: 2012Q1 


economies already in recession, real GDP and private domestic demand are 
below their pre-crisis peaks by about 2 per cent and 6 per cent, respect- 
ively. The adverse feedback loop between weakening economic activity and 
sovereign and banking sector vulnerabilities has intensified, rendering the 
task of fiscal consolidation even more challenging. Moreover, the worsening 
economic situation in the peripheral economies has begun to spread to the 
previously resilient core countries. Sentiment has deteriorated and, in June, 
purchasing managers’ indexes were generally at a level consistent with a 
contraction in economic activity, even in the core economies. 


Euro-area GDP is projected to contract in the final three quarters of 2012 
(Chart 6). A very modest recovery is expected to begin in 2013, driven largely 
by a strengthening in exports supported by the low level of the euro anda 
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Chart6: Europe is stagnating 


Euro-area real GDP across economic cycles; start of recession = 100, quarterly data 
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“Is the 2007 U.S. Sub-Prime Financial Crisis So Different? An International Historical Comparison,” 
American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 


Sources: Eurostat, Organisation for Economic Co-operation and Development, 
and Bank of Canada projections 


gradual pickup in external demand. Domestic demand is forecast to act as a 
drag on growth in 2013 and to expand only modestly in 2014, in response to a 
slight improvement in confidence and some easing in financial conditions. 
Relative to the April Report, growth prospects in the euro area are weaker 
over the entire projection horizon, owing to more restrictive financial condi- 
tions, additional fiscal austerity measures and lower confidence.' 


Despite subdued economic conditions, headline inflation in the euro area, 
at 2.4 per cent in June, has remained relatively elevated, partly reflecting 
increases in indirect taxes and administered prices. Underlying inflation 
pressures are expected to moderate over the projection horizon, owing 

to the impact of growing unused capacity and projected declines in com- 
modity prices, although measured inflation will be held up somewhat by the 
effects of additional increases in indirect taxes and administered prices. 


European policy-makers announced a number of new initiatives on 29 June 
designed to reinforce the monetary union and ease borrowing conditions for 
sovereigns.” Timely implementation of these significant measures, together with 
other substantive reforms, will likely be needed to continue to contain the crisis. 


United States 


The U.S. economic expansion is continuing at a modest pace, with real GDP 
growing by 1.9 per cent in the first quarter of 2012, slightly weaker than 
expected at the time of the April Report. The profile for U.S. economic 
growth has been revised downward over the projection horizon, reflecting a 


1 The downward revision to the outlook for growth in 2012 is masked by the positive surprise to GDP in 
the first quarter, as growth on an average annual basis is unchanged from the last Report. 

2 See the 29 June Euro Area Summit Statement, available at <http://consilium.europa.eu/uedocs/ 
cms_data/docs/pressdata/en/ec/131359.pdf>. 
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Fiscal consolidation is expected 
to have a significant dampening 
effect on U.S. economic growth 
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more gradual improvement in labour market conditions, weaker external 
demand and the recent rise in the U.S. dollar. These influences are expected 
to more than offset the positive impact from the easing in U.S. monetary 
policy and lower oil prices. 


U.S. real GDP is forecast to grow by slightly less than 2 per cent, on average, 
through the first half of 2013, in response to the restraining effects from fiscal 
consolidation, household deleveraging, modest growth in external demand 
and tight financial conditions (Chart 7). Economic growth is expected to 
strengthen thereafter, owing in part to a modest pickup in external demand. 


Fiscal consolidation is expected to have a significant dampening effect on 
U.S. economic growth over the projection horizon. In view of the considerable 
uncertainty regarding the pace of fiscal consolidation, the Bank’s base-case 
scenario assumes that the fiscal drag will amount to roughly 1 percentage 
point in 2012 and 1.5 percentage points in 2013 and 2014 (Chart 8). However, 
a severe tightening of fiscal policy at the beginning of 2013 (the fiscal cliff) is 
built into current legislation, which could reduce U.S. real GDP growth next 
year by up to 4 percentage points if it is not amended. 


In contrast, monetary policy is expected to remain highly accommodative 
throughout the projection horizon. The U.S. Federal Reserve has recently 
lengthened the duration of its program to extend the average maturity of its 
holdings of securities from June 2012 to the end of the year and continues 
to expect that economic conditions are likely to warrant exceptionally low 
levels for the federal funds rate, at least through late 2014. 


Growth in consumption is expected to remain modest over the projection 
horizon as households continue to rebuild their balance sheets in an environ- 
ment of subdued labour market conditions, fiscal restraint and persistently 
weak house prices (Chart 9). The boost to real purchasing power from lower 
oil prices should provide some support to household spending, however. 


Chart 7: U.S. real GDP growth is projected to remain relatively modest 
compared with previous U.S. recoveries 
U.S. real GDP across economic cycles; start of recession = 100, quarterly data 
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American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 


Sources: U.S. Bureau of Economic Analysis, Organisation for Economic Co-operation and Development, 
and Bank of Canada projections 
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The U.S. housing market continues to be weak relative to previous recov- “<The U.S. housing market 
eries. The demand for housing remains subdued in light of the tight under- continues to be weak 
writing standards for new mortgage origination, while the large overhang 

of unoccupied dwellings and homes in the foreclosure pipeline continues 

to restrain increases in both home-building and prices. Housing starts 

have picked up to above 700,000 units from a recessionary trough near 

500,000 units, but remain well below the 1.7 million-unit average in the 

decade leading up to the crisis. Residential construction is expected to 

pick up further from these still-low levels, supported by an improvement in 

labour market conditions, a gradual easing in lending conditions and a 

reduction in the stock of vacant homes. 


Chart 8: Fiscal consolidation is projected to have a significant dampening 
effect on U.S. economic growth through 2014 
Annual data 
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Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


Chart 9: Subdued labour market conditions in the United States are expected 
to restrain the growth of consumption 
Ratio of employment to population, monthly data 
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U.S. business investment is 
projected to gain momentum 


Japan’s real GDP is expected 
to grow at a moderate pace 


Economic growth in China 
is slowing to a greater 
degree than anticipated 
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Elevated vacancy rates and tight borrowing conditions are also restraining 
growth in non-residential construction. A modest recovery is projected to 
unfold in this sector beginning in 2013, as the effects from these factors 
gradually dissipate. 


Growth in business investment in 2012 is projected to be somewhat con- 
strained by uncertainty stemming from the fiscal debate in the United States 
and by the weaker global economy. Together with exports, business investment 
is nonetheless expected to continue to provide significant support to the U.S. 
economic expansion over the projection horizon. As the situation in Europe 
improves and the uncertainty regarding U.S. fiscal policy is resolved, business 
investment is projected to gain momentum, supported by strong corporate 
balance sheets and profits. Although growth in U.S. exports is expected to 
decelerate during 2012, owing to the impact of slowing demand from trading 
partners and the past appreciation of the U.S. real effective exchange rate, it is 
projected to strengthen starting in 2013 when global demand begins to recover. 


In light of the subdued pace of the U.S. economic expansion, the amount 
of excess supply in the economy is expected to remain significant through 
2014 and is projected to dampen underlying inflation pressures. 


Japan 

Real GDP in Japan rose by 4.7 per cent in the first quarter of the year, sig- 
nificantly above expectations at the time of the April Report. The rebound 

in GDP growth reflects a marked increase in consumption supported by 
subsidies for the purchase of fuel-efficient motor vehicles, and a robust rise 
in public spending related to reconstruction. Exports also grew strongly, 
buttressed by further recovery from the impact of flooding in Thailand. With 
inflation remaining well below the official goal of 1 per cent, the Bank of 
Japan decided to expand the size of its Asset Purchase Program, postpone 
the targeted expiry date of the program by six months and purchase longer- 
dated government bonds. 


Japan’s real GDP is expected to grow at a moderate pace through 2013, 
supported by reconstruction activity and government stimulus programs. 
Growth in economic activity is projected to slow in 2014, however, owing to 
the drag from a planned increase in the value-added tax.? Growth in exports 
is projected to be restrained through 2014 by the elevated level of the yen 
and modest growth in foreign demand. Relative to the April Report, real 
GDP growth is expected to be stronger in 2012, but somewhat weaker 
thereafter. 


Emerging-Market Economies 


Economic growth in China is slowing to a greater degree than anticipated 

at the time of the April Report (Box 1). Real GDP growth moderated to 

7.6 per cent on a year-over-year basis in the second quarter of 2012, the 
weakest result in more than three years. The past tightening in monetary 
and macroprudential policies has led to a broad deceleration in domestic 
demand, while weaker external demand, especially from Europe, has 
weighed on export growth. Inflation pressures are easing, with consumer 
price inflation falling to 2.2 per cent in June, owing mainly to a moderation in 


3  Japan’s value-added tax will be increased from 5 per cent to 8 per cent in April 2014 and to 10 per cent 
in October 2015. 
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Chart 10: Housing prices in China continue to decline 
Year-over-year growth rate of prices for existing (resale) apartments, monthly data 
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food prices. Housing prices have also continued to soften on a year-over- 
year basis (Chart 10). In light of slowing economic growth and moderating 
price pressures, the People’s Bank of China has continued to ease mone- 
tary policy, lowering the reserve requirement ratio for financial institutions by 
a total of 150 basis points since December and cutting its benchmark 
lending interest rate by a total of 56 basis points in the past two months. 
The fiscal stance has also been relaxed. 


Real GDP in China is projected to average 7.8 per cent per year through 
2014. This is a Somewhat weaker profile than anticipated in the April Report. 
Growth in exports is expected to be restrained over 2012 by weak activity in 
advanced economies, especially in the euro area, but is projected to pick up 
in late 2013 and 2014, as the external environment improves. A slow rotation 
of demand away from exports and toward consumption is forecast over the 
projection horizon, facilitated by the government’s announced plan to boost 
household spending and by a very modest appreciation of the real effective 
exchange rate. As a result, some limited progress in resolving global imbal- 
ances is expected over the projection horizon. 


In other emerging-market economies, moderating external demand, past 
tightening in monetary policy, pressures on financial conditions from foreign 
bank deleveraging and, in some cases, stalled reform efforts, have led to a 
progressive deceleration in economic activity. In Brazil, economic growth 
was Close to zero in the first quarter of 2012, while growth in India was the 
weakest it has been in a decade. In response to reduced prospects for 
growth, central banks in many emerging-market economies are reversing 
previous policy tightening and lowering policy interest rates. New fiscal 
stimulus measures are alSo being implemented in a number of countries. 
Economic growth is nevertheless projected to remain relatively subdued 
through the first half of 2013 and then to gradually pick up as the demand 
for exports strengthens in advanced economies. Relative to the April Report, 
real GDP growth is expected to be weaker over the projection horizon, 
owing to lower external demand. 
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Box 1 


Recent Developments in Emerging-Market Economies 


With advanced economies experiencing a relatively slow 


economic recovery typical of those following large financial 


crises, emerging-market economies (EMEs) have become 
key drivers of global economic growth. While growth in 
EMEs remains strong relative to that of advanced econ- 
omies, recent data suggest that economic activity in many 
EMEs, most notably China, India and Brazil, has slowed 
markedly. Overall, GDP growth in EMEs fell to 5.5 per cent 
on a year-over-year basis in the first quarter of 2012, con- 
siderably less than the 6.4 per cent annual rate of growth 
registered in 2011 (Chart 1-A). While a slowdown was 
expected, its extent has surprised on the downside. 


The slowdown in EMEs reflects both external and domestic 


factors. As anticipated in the April Report, weak demand 

in advanced economies is weighing on EME export 
growth, which declined to 7 per cent on a year-over-year 
basis in 2011, down from its pre-crisis average of 12 per 
cent.’ Uncertainty surrounding the economic outlook 

in advanced economies is also contributing to negative 
confidence effects and volatile capital flows, leading to 
exchange rate depreciations and declines in equity prices.” 
Given the weak external environment, domestic demand 
in EMEs is expected to be the primary driver of economic 
growth. Consumption growth remains solid, supported 

by low unemployment and rising wages. However, invest- 
ment growth is moderating in the larger EMEs, owing to 
the lagged effect of past monetary tightening and other 
policy measures intended to put investment on a more 
sustainable path. In China, for example, authorities have 
maintained tightening measures in the housing market and 


other specific sectors (such as steel and cement).? In other 
EMEs, such as India, the slow progress of structural reform 
is dampening business confidence and constraining growth 


in potential output. 


In response to the slowdown in economic activity, author- 
ities in EMEs have begun easing the stance of fiscal and 


monetary policies. New fiscal stimulus measures are being 


implemented in China and Brazil, and most EMEs have the 
capacity to engage in another round of limited stimulus, 


1 The declines in exports from EMEs to the euro area and China have been 
notable (China is the main importer of many EME commodities and intermed- 
iate goods), 

2 Given its trade and financial links to the euro area, emerging Europe (Czech 
Republic, Hungary, Poland, Romania and Russia) is experiencing significant 


negative spillover effects from the ongoing sovereign debt crisis, particularly 


through euro-area bank deleveraging. In other emerging-market regions 
(emerging Asia and Latin America), credit growth remained strong in the 
first quarter of 2012. 


3 Tightening measures targeted at the housing sector include increased down 


payments, a rise in mortgage rates and restrictions on the ownership of second 


homes. 


Chart 1-A: Growth in real GDP has slowed in emerging- 
market economies 


Year-over-year percentage change, annual and quarterly data 
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Sources: J.P. Morgan; IMF, World Economic Outlook, April 2012; and Bank of 
Canada calculations 


although there is less room to accommodate such measures 
than there was in 2008. Many EMEs have recently lowered 
policy interest rates, taking advantage of reduced inflation 
pressures. Structural reforms are also expected to play 

an important role in supporting the growth of sustainable 
domestic demand. 


EMEs account for a small but growing share of Canada’s 
exports (9 per cent). More importantly, however, demand 
from EMEs is the major driver of commodity prices and, 
hence, of Canada’s terms of trade. A slowdown in com- 
modity-intensive growth in EMEs, especially in China, 
would have a major impact on global commodity prices 
(Chart1-B). EME members of the G-20 purchase almost 

70 per cent of global iron ore imports and about half of 
copper, zinc and aluminum imports (Chart 1-C). The latter 
three metals make up most of Canada’s base metal exports. 
Similarly, EMEs have accounted for virtually all of the addi- 
tional demand for oil over the past several years. Thus, the 
weaker outlook for growth in EMEs has likely played a sig- 
nificant role in the recent drop in commodity prices. Looking 
through short-term concerns about economic growth, how- 
ever, the Bank expects commodity prices to remain elevated 
over the medium term as the global economy recovers. 


(continued...) 


Box 1 (continued) 


Chart 1-B: Growth in emerging-market economies is more 
energy-intensive than in advanced economies 
Energy use per unit of GDP, 2009 
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Chart 1-C: Emerging-market economies account for a large 
share of world commodity imports 
Percentage share of world GDP and world commodity imports, 2010 
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Sources: UN Comtrade; IMF, World Economic Outlook, April 2012; and 
Bank of Canada calculations 


Commodity Prices 


Although elevated by historical standards (Chart 11), the prices of many < 
commodities have declined since the April Report, in response to weakening 


The prices of many 
commodities have declined 


world economic prospects. Global oil prices have registered the largest 
drop, falling by about 15 per cent since April. The latest futures curve sug- 
gests that Brent crude prices will decline gradually over the projection 
horizon, reflecting softer demand conditions combined with expectations of 
robust production from countries that are not part of the Organization of the 
Petroleum Exporting Countries (OPEC). The spread between West Texas 
Intermediate (WTI) and Brent prices is projected to narrow from about 
US$16 in the second quarter of 2012 to around US$7 by the end of 2014, as 
additions to the pipeline network are expected to contribute to a partial 
resolution of oversupply conditions in the U.S. Midwest. Relative to the April 
Report, oil prices are expected to be substantially weaker through 2014, 
largely owing to diminished prospects for global demand (Chart 12). 


Although natural gas prices have rebounded since the April Report, boosted by 
growing demand for electricity generation, they are still very low by historical 
standards. Based on the latest futures curve, natural gas prices are expected to 
continue to rise through 2014, similar to expectations in April (Chart 13). 


Prices for most non-energy commodities have declined slightly since April and 
are generally projected to stay marginally below the levels anticipated at the 
time of the last Report through 2014. Slowing growth in demand from China 
and the situation in the euro area have put significant downward pressure 

on the prices of base metals, which is expected to continue until early 2013. 
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Chart 11: Commodity prices remain elevated by historical standards 
Bank of Canada commodity price index (BCPI) in real terms, 1972Q1 = 100, quarterly data 
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Chart 12: Prices for crude oil have fallen recently and are projected to remain 
below April expectations through 2014 
Monthly data 
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Prices for base metals are then projected to increase slowly, supported by the 
pickup in global economic growth. As recent severe weather conditions have 
reduced supply, prices for agricultural products are expected to remain ele- 
vated for the remainder of 2012 and to decline thereafter. Owing to the gradual 
pace of the recovery in the U.S. housing sector and a moderation in demand 
from China, prices for forestry products are expected to remain weak over 
the projection horizon. 
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Chart 13: Prices for natural gas are expected to rise through 2014 
Monthly data 
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Implications for the Canadian Economy 


Demand for Canada’s exports remains modest: the foreign activity measure 
has recovered only slightly more than half of the decline recorded during the 
2008-09 recession, largely owing to the weak U.S. recovery.* The foreign 
activity measure is expected to grow steadily over the projection horizon 
and to outpace the growth in trade-weighted foreign GDP as well as U.S. 
GDP (Chart 14), reflecting sustained momentum in U.S. business investment 


Chart 14: The foreign activity measure is expected to grow at a stronger pace 
than trade-weighted foreign GDP 
Index: 2007Q4 = 100, quarterly data 
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4 The foreign activity measure captures the composition of foreign demand for Canadian exports by 
including the components of U.S. private final domestic demand and economic activity outside of the 
United States. 
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Prices for Western Canada 
Select have fallen by 22 per 
cent since the April Report 


> 


spending and a gradual recovery in the U.S. housing market from depressed 
levels. The measure is projected to surpass its pre-recession level during 
the second half of 2013. Relative to the April Report, the expected profile of 
the foreign activity measure is nonetheless lower through 2014, with the 
downward revision to the outlook for global economic growth partly offset 
by the slightly more favourable composition of U.S. demand. 


The methodology used to compute the Bank of Canada’s commodity price 
index (BCPI) has recently been improved to incorporate more accurate com- 
modity weights and an expanded basket of benchmark oil prices to better 
measure the prices received by Canadian oil producers (Box 2). These 
modifications highlight the growing share of crude oil output and the shift 
away from natural gas in the total value of Canadian commodity production. 


Based on the new methodology, the BCPI has declined by approximately 

6 per cent since April. Prices for Western Canada Select have fallen by 

22 per cent since the April Report, a larger decline than in global prices, as 
strong growth in production and temporary refinery and pipeline outages 
have led to excess supply. These developments have caused a deterioration 
in Canada’s terms of trade. Over the projection horizon, the BCPI is 
expected to increase, reflecting a sustained rise in natural gas prices and a 
slight narrowing of the gap between the price for Brent crude and North 
American crude oil benchmarks. This is expected to have a positive impact 
on Canada’s terms of trade. 


Canadian Dollar 


The Canadian dollar has averaged 98 cents U.S. since the June fixed 
announcement date (Chart 15) and is assumed to remain at this level over 
the projection horizon, compared with the 101 cents U.S. assumed in the 
April Report. 


Chart 15: The value of the Canadian dollar has declined since the last Report 
Daily data 
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—— CERI: Canadian-dollar effective exchange rate index —— Closing spot exchange rate 
(against U.S. dollar, euro, yen, U.K. pound, Mexican for Canadian dollar vis-a-vis 
peso and Chinese renminbi) (left scale, 1992 = 100) U.S. dollar (right scale) 
Note: A rise in either series indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada Last observation: 13 July 2012 
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Improving the Bank of Canada Commodity Price Index 


The Bank of Canada commodity price index (BCPI) contains 
24 commodity prices that are significant for Canada. It is 
constructed using a Fisher chain methodology, and prices 
for individual commodities are weighted by their value in 
Canadian commodity production.’ The BCPI is an important 
tool for assessing (i) economic activity in Canada’s resource 
sector; (il) aggregate commodity costs faced by Canadian 
producers; and (iii) Canada’s terms of trade. The index has 
recently been improved with the incorporation of more 
accurate commodity weights and an expanded basket of 
benchmark oil prices. 


More accurate commodity weights 


Most of the BCPI weights are constructed using data 

from input-output tables computed by Statistics Canada, 
which are only available with a four-year lag (currently up 
to 2008). Until now, the weights were held constant at 
their last historical values for those years where the input- 
output data were not yet available. To better reflect recent 
Canadian commodity production and to help reduce the 
size of annual historical revisions to the index, a procedure 
has been developed for estimating the weights for the 
most recent years. Specifically, the percentage change 

in Canadian production values (from which the weights 
are derived) is approximated by a figure representing the 
product of the annual percentage change in commodity 
prices and an estimate of the change in Canadian produc- 
tion volume.? 


An expanded basket of benchmark oil prices 


The set of oil prices used in the construction of the BCPI 
has been expanded to better reflect the prices received by 
Canadian producers. These prices have recently diverged 
from global benchmark prices, owing to logistical con- 
straints in the U.S. Midwest. In addition to the West Texas 
Intermediate (WTI) component, the BCP! now incorporates 
the Brent benchmark, a representative price for light oils 
produced offshore in Eastern Canada, and Western Canada 


1 For more information, see !. Kolet and R. Macdonald, “The Fisher BCPI: The 
Bank of Canada’s New Commodity Price Index,” Discussion Paper No. 2010-6, 
Bank of Canada, 2010. 

2 Production volumes are proxied using available data from a variety of official 
sources, including Statistics Canada, Natural Resources Canada and the 
National Energy Board. 


Chart 2-A: The new weighting methodology for the BCPI 
highlights the increase in the share of oil in the past few years 
Value shares in Canadian commodity production, annual data 
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Sources: Statistics Canada, Fisheries and Oceans Canada, Natural Resources 
Canada, and Bank of Canada calculations Last observation: 2012 


Crude,? the benchmark price for heavy oils produced in 
Western Canada. Each crude oil benchmark is weighted 
according to its production value in the BCPI, using the esti- 
mation method described above.* 


The effects of the updated weights and the expanded 
oil-price basket on the composition and level of the index 


(continued...) 


3. The Western Canada Crude Index is based on the Canadian Heavy Crude Oil 
(Net Energy) Index traded daily on the Chicago Mercantile Exchange. Since data 
for historical indexes are not available before October 2010, the series is back- 
casted using a combination of historical spot prices for Western Canada Select 
and the historical growth rate of the West Texas Intermediate benchmark. 


4 For 2012, the relative weights of the crude oil components are 52 per cent for 
West Texas Intermediate (WT1), 36 per cent for Western Canada Crude and 
11 per cent for Brent. The WTI component includes both conventional light oils 
and synthetic light oils (upgraded bitumen) produced in Western Canada. The 
small weight attributed to Brent reflects the limited share of eastern offshore oil 
production in the total volume of Canada’s oil production. Brent is represent- 
ative of a much higher share of the mix of crude oil imported into Canada, 
however, making it an important determinant of Canada’s terms of trade. 
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Box 2 (continued) 


over recent years are significant, with the new weights 


accounting for the bulk of the revisions. The modifications Chart 2-B: The new weights have led to a positive revision to 
highlight how the value of Canadian commodity production the level of the BCPI over recent years 
is increasingly driven by crude oil output, with the weight Bank of Canada commodity price index (rebased to January 2003 = 100), 
assigned to oil rising from 41 per cent in 2008 to 46 per oY a 
cent in 2011 (Chart 2-A). At the same time, the substantial Index 
decline in natural gas prices has led to an important shift 300 
away from natural gas in the composition of the energy 280 
commodities produced in Canada. The larger share of oil in 260 
the index, in combination with a greater weight on metals ert 
and minerals, has led to a positive revision to the level of 
the BCPI; this revision averaged close to 10 per cent in 2011 cae 
(Chart 2-B). 200 
180 
160 
140 
120 
100 
2007 2008 2009 2010 2011 2012 
— Old BCP|_—— New BCPI 


Note: Values in July 2012 are estimates based on the average daily spot prices 
up to 13 July 2012. 


Source: Bank of Canada Last observation: 13 July 2012 
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Canadian Economy 


While global headwinds are restraining Canadian economic activity, 
domestic factors are expected to support moderate growth in Canada. The 
Bank expects the Canadian economy to grow at a pace roughly in line with 
its production potential in the near term, before picking up through 2013. 
The Bank continues to anticipate that, over the projection horizon, the 
expansion will be driven mainly by growth in consumption and business 
investment, reflecting very stimulative domestic financial conditions. 
Housing activity is expected to slow from record levels. Canadian exports 
are projected to remain below their pre-recession peak until the beginning of 
2014, reflecting the dynamics of foreign demand and ongoing competitive- 
ness challenges, including the persistent strength of the Canadian dollar. 


This outlook for the Canadian economy is weaker over the near term than 
anticipated in the April Report. The projected growth in household expendi- 
tures and business investment has been revised somewhat lower, largely 
owing to the reintensification of external headwinds, notably the effects of 
lower commodity prices on Canadian incomes and wealth. The projected 
growth in exports is also weaker than in the April Report, in line with the 
more subdued outlook for foreign demand. As a result, the Canadian 
economy is expected to continue to operate with a small amount of slack 
for somewhat longer than previously anticipated. 


The Bank continues to forecast that core inflation will remain around 

2 per cent over the projection horizon as the economy operates near its 
production potential, the growth of labour compensation stays moderate 
and inflation expectations remain well anchored. Reflecting lower prices for 
gasoline, total CPI inflation is expected to remain noticeably below the 

2 per cent target over the coming year, before returning to target around 
mid-2013. 


Financial Conditions 


Despite the deterioration in global financial conditions, the supply and price 
of credit for businesses and households in Canada remain very stimulative 
(Chart 16), providing important ongoing support to the economic expansion. 


Canadian financial markets have remained resilient in recent months, 
although they have been affected by heightened risk aversion and volatility 
in global markets. Most notably, the S&P/TSX Composite Index has declined 
by roughly 10 per cent from its first-quarter peak and volatility has increased 
(Chart 17). Credit spreads on Canadian corporate bonds have also widened 


The Bank expects the 
Canadian economy to grow 
at a pace roughly in line 
with its production potential 
in the near term, before 
picking up through 2013 


Core inflation is projected to 
remain around 2 per cent 


Total CPI inflation is expected 
to remain noticeably below 
the 2 per cent target over the 
coming year, before returning 
to target around mid-2013 


The supply and price of 
credit for businesses and 
households in Canada 
remain very stimulative 
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Canadian banks continue to 
be well positioned to lend 
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Chart 16: Borrowing costs for businesses and households remain 
at exceptionally low levels 
Weekly data 


2008 2009 2010 2011 2012 


— Effective business interest rate = Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 13 July 2012 


Chart 17: Since the last Report, equities have declined while volatility 
has increased 
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Note: The S&P/TSX 60 covers approximately 73 per cent of Canada’s equity market capitalization. 
The S&P/TSX 60 VIX is a measure of the 30-day implied volatility obtained from options contracts on the 
S&P/TSX 60 Index. 


Source: Bloomberg Last observation: 13 July 2012 


somewhat, although all-in yields have fallen as yields on Canadian govern- 
ment bonds have declined to record lows, and the volume of bond issuance 
has remained robust. 


Canadian banks continue to be well positioned to lend, with ready access to 
relatively low-cost funding across the term structure in both Canadian and 
foreign currencies. The Bank’s latest Senior Loan Officer Survey (available 
on the Bank’s website under Publications and Research > Periodicals > 
SLOS 2012Q2) and the balance of opinion of Canadian firms surveyed in the 
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Chart 18: Survey results suggest that credit conditions for Canadian firms 
remain very stimulative 
Balance of opinion 


100 


Tightening 
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— Overall business-lending conditions from the Senior Loan Officer Survey4 
9 Overall credit conditions from the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased credit 
conditions 


Source: Bank of Canada Last observation: 2012Q2 


Chart 19: The growth of business credit has firmed, while household credit 
growth has slowed somewhat 
3-month percentage change (at annual rates) 
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Bank’s summer Business Outlook Survey (available on the Bank’s website 
under Publications and Research > Periodicals > BOS Summer 2012) 
together suggested little change in business lending conditions in recent 
months, following several quarters of persistent easing (Chart 18). 


In the context of these broadly favourable financing conditions for Canadian 
firms, the growth of overall business credit has picked up to a rate above its 
historical average (Chart 19). Growth in short-term business credit has been 
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that the economy was operating 
at roughly half of a per cent 
below its production capacity 
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particularly strong, while growth in long-term business credit has remained 
moderate. These developments are consistent with the ongoing solid growth 
in business investment and the ample availability of internal funds owing to 
the strong balance-sheet positions of non-financial firms. 


Although household credit also continues to be readily available at near- 
record low rates, the pace of growth in household credit has slowed some- 
what since the latter part of 2011 (Chart 19). Nonetheless, this follows an 
extended period of rapid growth in household credit, and the particularly 
strong activity in the housing market seen early in 2012 suggests some 
re-acceleration in mortgage credit in the near term.°® 


Compared with the unusually rapid pace observed in late 2011, growth in the 
narrow monetary aggregates has moderated in recent months, consistent 
with reduced liquidity preference. Growth in the broad monetary aggregates 
has been moderate over the same period, suggesting relatively subdued 
inflation pressures ahead. 


Estimated Pressures on Capacity 


The Canadian economy continues to operate with a small amount of spare 
capacity. Real GDP grew by 1.9 per cent in the first quarter of 2012 and is 
estimated to have grown at a similar pace in the second quarter, both 
broadly in line with the estimated growth of the economy’s production 
potential, thus maintaining the small degree of economic slack that existed 
at the end of 2011. This was a somewhat softer pace of growth than the 
Bank had expected, however, largely reflecting slightly weaker consumption 
and business investment, as well as temporary factors such as disruptions 
in the energy sector. As a result, economic slack was not absorbed through 
the first half of 2012 as previously projected, with the level of real GDP in the 
second quarter 0.4 per cent below the level anticipated in the April Report. 
These dynamics are reflected in the evolution of the Bank’s conventional 
measure of the output gap, which has been broadly stable in recent quar- 
ters at around -0.5 per cent (Chart 20). 


Taken together, other indicators of pressures on capacity also point to the 
persistence of a small degree of slack in the Canadian economy. Responses 
to the Bank’s Business Outlook Survey in recent quarters have shown 

that the proportion of firms that would have difficulty responding to an 
unexpected increase in demand has stayed close to its historical average, 
while the proportion of firms reporting labour shortages in the Bank’s 
summer Business Outlook Survey has remained somewhat below its histor- 
ical average. Despite notable increases in employment in March and April, 
the unemployment rate has remained close to the levels prevailing around 
mid-2011 (Chart 21), and the proportion of involuntary part-time workers 
continues to be elevated. 


On balance, the Bank judges that the economy was operating at roughly 
half of a per cent below its production capacity in the second quarter of 
2012. This is the same degree of slack as estimated in the first quarter, and 
is slightly greater than had been anticipated in the April Report for the 
second quarter. 


5 There is usually a lag of one to six months between the sale of a house and the reporting of the trans- 
action in mortgage credit statistics, which reflects the time period between the finalization of the sale 
and when the homeowner takes possession of the unit. 
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Chart 20: A small amount of excess supply remains in the Canadian economy 
% 


70 
60 
50 
40 


30 


2007 2008 2009 2010 2011 2012 
@@§ Some and significant difficulty? (left scale) —— Conventional measure of 
MH Labour shortages? (left scale) the output gap® (right scale) 


a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms 
indicating that they would have either some or significant difficulty meeting an unanticipated 
increase in demand/sales. 

. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s conven- 

tional measure. The estimate for the second quarter of 2012 (indicated by *) is based on a projected 
increase in output of 1.8 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2012Q2 
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Chart 21: Despite employment gains, labour indicators are consistent 
with some slack 
Monthly data 
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The Real Economy 


On an average annual basis, > The Bank expects the Canadian economy to grow at a pace roughly in line 
real GDP growth is forecast to with its production potential in coming quarters, before picking up thereafter 
increase slightly from 2.1 per (Chart 22). On an average annual basis, real GDP growth is forecast to 

cent in 2012 to 2.3 per cent in increase slightly from 2.1 per cent in 2012 to 2.3 per cent in 2013 and 


BOIS ante pewcen tan 2e 2.5 per cent in 2014 (Table 2). This outlook for growth is weaker over the 


near term than in the April Report (Table 3). 


The Bank continues to anticipate that consumption and business fixed 
investment will be the primary drivers of growth in real GDP over the projec- 
tion horizon, supported by accommodative domestic financial conditions 
(Chart 23). Following surprising recent strength, housing investment is 
expected to slow, contributing to a more balanced composition of economic 


Table 2: Contributions to average annual real GDP growth 
Percentage points® 


2Oli ee lee 201 2a emetoui3 2014 
‘Consumption a faves) Ui Pwera (RG) eelert2 Ceaetmm.2 (1.2) 
‘Housing. ©) © Gey ccom lecoi2(0.2-9) 0.40.3) 8/ 100 O2 et OLA) 
Government | 0102 | -0300) | 03(01) 0.3 (0.1) 
Business fixed investment | 14(15) | 05(09) 080.7) | 08(07) 
Subtotal: Final domestic demand SASS.) deal (2) | 2.3 (2-3), jas ole) 
Exports TAS) TSC 8 SO Pera ic) 
ice eee te ls oaerieMeiko lane: ame 
Subtotal: Net exports -0.8(-0.7) |] 040.2) | 0101) | 0.20.) 
Inventories ea ee 0.0(-0.3) | -0.1 (0.0) _ | _0.0 (0.0) 
GDP 2425) 21 Clay “p42.si@4) 2.5 (2.2) 
Potential output 1.6(1.6) | 2.0(2.0) | Ott eee Fy} 
Real gross domestic income (GDI) | 3.83.7). i 4.6 (2.2) | 2.3 (2.5) . | 2.3 (2.4) _ 


a. Figures in parentheses are from the base-case projection in the April 2012 Monetary Policy Report. Those 
for potential output are from Technical Box 2 in the October 2011 Monetary Policy Report. 


Table 3: Summary of the base-case projection for Canada? 


Real GDP (quarter-over- quarter 
percentage change at annual rates) 


Real GDP (year-over-year percentage a 
change) 


Core inflation (year-over-year 
percentage change) 


Total CPI (year-over-year percentage 
change) 
Total CPI excluding the effect of the 


HST and changes in other indirect taxes 
(year-over-year percentage change) 


WTIP (level) 
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Brent? (level) 


a. Figures in parentheses are from the base-case projection in the April 2012 Monetary Policy Report. 
b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 13 July 2012 
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growth than has been seen in recent quarters. Overall, the outlook for 
domestic demand is weaker than in the April Report, although the revisions 
are relatively small, since Canadian business sentiment and household 
confidence have held up relatively well despite rising global uncertainty 
(Chart 24). The Bank continues to expect little contribution to economic 
growth from net exports over the forecast horizon, with roughly offsetting 
downward revisions to exports and imports in this projection. 


While growth in household spending has been moderate in recent quarters, 
it has been disproportionately supported by housing investment, which is 
around historical highs and showing signs of overbuilding. The growth of 
consumption has slowed, together with the growth of disposable income, 
but housing investment has strengthened further, with both the construction 


Chart 22: Real GDP is expected to grow at a moderate pace 
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— Year-over-year percentage Milli Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--- Base-case projection NNN Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 23: Private domestic demand is projected to account for most of 
Canada’s economic growth 
Contributions to real GDP growth 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Chart 24: Despite external events, consumer confidence and business 
sentiment have held up in recent months 
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a. Percentage of firms expecting faster growth minus the percentage expecting slower growth 
Sources: Conference Board of Canada and Bank of Canada Last observations: 2012Q2 and June 2012 


Chart 25: New construction of multiple-family dwellings is contributing 
importantly to housing activity 
Housing starts, quarterly data 
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Bank of Canada calculations Last observation: 2012Q2 
The household debt-to-income > of new multiple-family dwellings (Chart 25) and renovation activity 
ratio has continued to rise expanding robustly. In this context, the household debt-to-income ratio has 


continued to rise, reaching a record high in the first quarter of 2012. 


The Bank anticipates that growth in household expenditures will rely less on 
housing investment over the projection horizon. Growth in consumption is 
expected to rebound slightly from its modest pace through the first half of 
2012, growing at a rate just below that of disposable income through 2014 
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Chart 26: Moderate growth in personal disposable income is expected 
over the projection horizon 
Year-over-year percentage change, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 27: The personal savings rate is expected to rise slightly but to remain low 
Quarterly data 
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(Chart 26), resulting in a slight increase in the personal savings rate “ Housing investment is 
(Chart 27). In contrast, housing investment is projected to slow, with its projected to slow 
share of the overall economy moderating somewhat from the current 

unusually elevated level (Chart 28). In this regard, the additional prudent and 

timely measures recently announced by federal authorities are expected to 

contribute to a more sustainable evolution of housing market activity in 

Canada.°® 


6 The federal government announced four measures for new government-backed insured mortgages 
with loan-to-value ratios of more than 80 per cent, effective 9 July. The new measures: (i) reduce the 
maximum amortization period to 25 years from 30 years; (ii) lower the maximum amount Canadians 
can borrow when refinancing to 80 per cent from 85 per cent of the value of their homes; (iii) fix the 
maximum gross debt-service ratio at 39 per cent and the maximum total debt-service ratio at 
44 per cent; and (iv) limit the availability of government-backed insured mortgages to homes with a 
purchase price of less than $1 million. 
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Chart 28: The share of residential investment in GDP is expected to moderate 
somewhat from its high level 
Quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 29: With leverage at historic lows, non-financial firms remain well 
positioned to invest 
Quarterly data 
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The outlook for growth in household expenditures is slightly weaker in this 
projection than in the April Report, owing in part to the impact of the more 
subdued global economic and financial environment on Canadian incomes 
and wealth. Despite the lower forecast for household spending, however, the 
Bank continues to expect further increases in the household debt-to-income 
ratio in coming quarters. 


The Bank continues to forecast solid growth in business fixed investment over 
the projection horizon. This reflects the strong financial positions of Canadian 
firms (Chart 29), favourable credit conditions and the strong Canadian dollar, 
as well as the impetus to improve productivity amid heightened pressures to 
become more competitive. This forecast is consistent with the positive 
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Chart 30: Business fixed investment is projected to grow solidly, consistent 
with responses to the Bank’s Business Outlook Survey 
Quarterly data 
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a. This underlying measure is a summary of the responses to all of the BOS questions. 
See L. Pichette and L. Rennison, “Extracting Information from the Business Outlook Survey: A 
Principal-Component Approach,” Bank of Canada Review (Autumn 2011): 21-28. 


Sources: Statistics Canada and Bank of Canada calculations and projections 


responses to the Bank’s summer Business Outlook Survey (Chart 30). 
Relative to the April Report, the projected profile for business investment is 
less robust, partly reflecting recent sharp declines in commodity prices and 
the more subdued global economic outlook. Nonetheless, with the level of 
commodity prices expected to stay elevated, the outlook for major invest- 
ments in the resource sector remains strong. 


Government spending is projected to subtract from real GDP growth in 
2012. This drag on economic growth is larger than in the April Report, 

as significant further downward revisions to national accounts estimates 
of government expenditures in recent quarters Suggest a more rapid 
unwinding of the fiscal stimulus measures enacted during the recession 
than previously estimated. Modest contributions to growth are expected in 
2013 and 2014, although these contributions are projected to be consider- 
ably weaker than has been typical historically (Chart 31), in line with the 
plans of federal and provincial governments to consolidate spending. 


The recovery in net exports is expected to remain weak. Growth in Canada’s 
exports is projected to remain moderate despite steady growth in foreign 
activity (Chart 14), owing to ongoing competitiveness challenges, including 
the persistent strength of the Canadian dollar (Box 3). As a result, the level 
of Canada’s exports is not forecast to regain its pre-recession peak until the 
beginning of 2014 (Chart 32). Growth in imports is expected to be more 
moderate than previously anticipated, largely as a result of the weaker near- 
term outlook for consumption and business investment in Canada. Overall, 
as in the April Report, the projected contribution from net exports to real 
GDP growth is marginal. 


Given the above projection for real GDP, the Canadian economy is expected 
to reach full capacity in the second half of 2013, thus operating with a small 
amount of slack for somewhat longer than previously anticipated. 


“« Relative to the April Report, the 
projected profile for business 
investment is less robust 


« The recovery in net exports 
is expected to remain weak 


< The Canadian economy is 
expected to reach full capacity 
in the second half of 2013 
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Chart 31: The contribution of government spending to real GDP growth is 
expected to be modest 
Annual data 
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Chart 32: The recovery in exports is expected to remain weak 
Comparison of real exports across economic cycles; quarter before 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Box 3 


Canada’s Share of the Global Export Market 


Canada’s global market share of goods exports has declined 
markedly in recent years, from a peak of 4.5 per cent in 
2000 to 2.7 per cent in 2010 (Chart 3-A). While Canadian 
firms have been facing competitiveness challenges resulting 
from the persistent strength of the Canadian dollar and poor 
productivity performance relative to major trade competi- 
tors, other factors, such as to whom Canada sells its prod- 
ucts and the products it sells, have also significantly affected 
the performance of Canadian exports. These trends are in 
the context of the further opening of world trade among 
emerging and developing economies, which has intensified 
global competitive pressures. 


The structure of the geographic market to which Canada 
exports, with a large weight on the relatively slow-growing 
U.S. market, and a small weight on other economies, particu- 
larly the relatively fast-growing emerging-market economies, 
has exerted the majority of the overall net negative impact 
on Canadian exports (roughly three-quarters of the total 

net impact, Table 3-A).' Competitiveness effects have also 
accounted for a significant portion of the decline in Canada’s 
share of the world market, with adverse effects registered 

in most product categories.” In this regard, the competitive- 
ness of Canadian firms was eroded by a substantial deteri- 
oration in their relative unit labour costs. On the other hand, 
the structure of the product market for Canadian exports, 


1 D.deMunnik, J. Jacob and W. Sze, “The Evolution of Canada’s Global Export 
Market Share,” Bank of Canada Workinvg Paper (forthcoming), assess the role of 
competitiveness as well as that of the product and geographic market structure 
in explaining changes in Canada’s world export market share since 1990. 

2 However, Canada’s exports benefited from positive competitiveness effects in 
energy commodities, reflecting the substantial increase in Canadian crude oil 
production, together with expanded pipeline capacity to U.S. markets. 
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with a higher concentration in energy and non-energy com- 
modities and automotive products than the world average, 
has provided support to Canada’s global market share. 


Competitiveness challenges and the lack of diversification 
in trading partners will likely remain key issues for Canadian 
exports over the projection horizon. 


Chart 3-A: Exports of goods 
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Table 3-A: Explaining the difference between the growth of Canada’s exports and world exports 
In percentage points 


Difference between the 
growth of Canadian and | 
world exports | 


-4.8 


Competitiveness 
effect? 


=i 


Annual 
average 


2001-10 


Product effect® 


Structure effect 


Geographic 
market effect 


1.1 | =3./ 


Mixed effect? 


“OS 


a. The competitiveness effect is the change in export market share removing the effects of Canada’s geographic and product export structure. 
b. The product effect measures the contribution of the composition of Canada’s export products to changes in its global market share. It is the change in the 
aggregate export share that would have occurred if Canada’s share had remained constant in each product market. 


c. The geographic market effect measures the contribution of the composition of Canada’s geographic export market to changes in its global market share. It is 
the change in the aggregate export share that would have occurred if Canada’s share had remained constant in each geographic market. 


d. The mixed effect is a residual that reflects the interaction between the product and geographic market effects. 
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Inflation expectations 
remain well anchored 


Core inflation is forecast to 
remain around 2 per cent 


> 


Inflation 


Inflation expectations remain well anchored. The July Consensus 
Economics forecasts for total CPI inflation in 2012 and 2013 were 

1.9 per cent and 2.0 per cent, respectively. As reported in the Bank’s 
summer Business Outlook Survey, almost all firms surveyed expect average 
inflation over the next two years to remain within the 1 to 3 per cent inflation- 
control range. Market-based measures of longer-term inflation expectations 
also continue to be consistent with the 2 per cent inflation-control target. 


Core CPI inflation averaged 2.0 per cent in April and May, down slightly from 
2.1 per cent in both the fourth quarter of 2011 and the first quarter of this 
year. Alternative measures of core inflation have also been clustered around 
2 per cent in recent months (Chart 33). Core inflation is forecast to remain 
around 2 per cent over the projection horizon (Chart 34), as the economy 
operates near its production potential and inflation expectations stay well 
anchored. Despite the recent pickup in the growth of wages on a monthly 
basis (Chart 35), growth in labour compensation is expected to remain 
moderate and thus contribute to the projected stability in inflation. Some 
monthly volatility in core inflation can also be expected in the near term, 
primarily as a result of the unusually sharp movements in prices for motor 
vehicles observed a year ago. Over the projection horizon, the indirect 
effects associated with the restoration of the provincial sales tax in British 
Columbia are expected to have a minor effect on core inflation.’ 


Total CPI inflation averaged 1.6 per cent in April and May, down from an average 
of 2.4 per cent in the first quarter. This was a larger decline than the Bank had 
expected, primarily reflecting the impact of the sharper-than-anticipated 


Chart 33: Alternative measures of core inflation have been clustered around 
2 per cent 
Alternative measures of core inflation, year-over-year percentage change, monthly data 
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Sources: Statistics Canada and Bank of Canada Last observation: May 2012 


7 See the April 2012 Monetary Policy Report. 
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declines in world oil prices on gasoline prices in Canada. With futures prices 
suggesting the persistence of lower oil prices than had been anticipated at the 
time of the April Report, the Bank now expects total CPI inflation to remain 
noticeably below the 2 per cent target over the coming year before returning to 
the target around mid-2013. 


Chart 34: Core CPI inflation is expected to be steady, while total CPI inflation in 
Canada is projected to remain noticeably below 2 per cent over the 
coming year 
Year-over-year percentage change, quarterly data 
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Note: Dotted lines indicate projections. 
a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 35: Increases in labour compensation have generally been moderate 
in recent quarters 
Quarterly data 
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Human Resources and Skills Development Canada Last observations: 2012Q1 and 2012Q2 
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total CPI inflation to remain 
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cent target over the coming 
year before returning to the 
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This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 36 and Chart 37 depict the 50 per cent and 

90 per cent confidence bands for year-over-year core inflation and total 
CPI inflation from the third quarter of 2012 to the end of 2014. 


Chart 36: Projection for core CPI inflation Chart 37: Projection for total CPI inflation 
Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 
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Risks to the Outlook 


ae 


The inflation outlook in Canada is subject to significant risks. In particular, 
the Bank’s projection assumes that authorities in Europe are able to contain 
the ongoing crisis, although this assumption is clearly subject to downside 
risks. 


The three main upside risks to inflation in Canada relate to the possibility of 
higher global inflationary pressures, stronger Canadian exports and stronger 
momentum in Canadian household spending. 


Global inflationary pressures could be more persistent than currently pro- 
jected if potential output in advanced economies is lower than anticipated 
or if agricultural and other commodity prices are stronger than projected. 


Growth in Canadian exports could be stronger than expected, and more 
in line with the anticipated growth in foreign activity, if Canadian exporters 
improve their competitiveness more rapidly than currently assumed. 


Residential investment in Canada has surprised on the upside, reaching 
record-high levels, and could have more momentum than currently 
projected. 


The three main downside risks to inflation in Canada relate to the European 
crisis, weaker global momentum and the possibility that growth in Canadian 
household spending could be weaker. 


Failure to contain the crisis in Europe is the most serious risk facing the 
global and Canadian economies. The effects on Canada through finan- 
cial, confidence and trade channels would be substantial, given the size 
and importance of the euro area to the global economy. 


Demand for Canadian exports could be weaker than expected if author- 
ities in the United States do not smooth the path of fiscal consolidation to 
avoid the fiscal cliff or if the slowdown in emerging-market economies is 
greater than expected. 


Continuing high household debt levels in Canada could lead to a sharper- 
than-expected deceleration in household spending. Relatedly, if there 
were a sudden weakening in the Canadian housing sector, it could have 
sizable spillover effects on other areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 
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This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s outlook 


based on data received up to 13 July 2012. 


Global growth prospects have weakened since April. 
While the economic expansion in the United States con- 
tinues at a gradual but somewhat slower pace, develop- 
ments in Europe point to a renewed contraction. In 
China and other emerging economies, the deceleration 
in growth has been greater than anticipated, reflecting 
past policy tightening and weaker external demand. This 
slowdown in global activity has led to a sizable reduction 
in commodity prices, although they remain elevated. The 
combination of increasing global excess capacity over 
the projection horizon and reduced commodity prices 

is expected to moderate global inflationary pressures. 
Global financial conditions have also deteriorated since 
April, with periods of considerable volatility. The Bank’s 
base-case projection assumes that the European crisis 
will continue to be contained, although this assumption 
is subject to downside risks. 


While global headwinds are restraining Canadian eco- 
nomic activity, domestic factors are expected to sup- 
port moderate growth in Canada. The Bank expects 
the economy to grow at a pace roughly in line with its 
production potential in the near term, before picking 

up through 2013. Consumption and business invest- 
ment are expected to be the primary drivers of growth, 
reflecting very stimulative domestic financial conditions. 
However, their pace will be influenced by external head- 
winds, notably the effects of lower commodity prices 
on Canadian incomes and wealth, as well as by record- 
high household debt. Housing activity is expected to 
slow from record levels. Government spending is not 
projected to contribute to growth in 2012 and to con- 
tribute only modestly thereafter, in line with plans to 
consolidate spending by federal and provincial govern- 
ments. Canadian exports are projected to remain below 
their pre-recession peak until the beginning of 2014, 
reflecting the dynamics of foreign demand and ongoing 
competitiveness challenges, including the persistent 
strength of the Canadian dollar. 


Highlights 


# Global growth prospects have weakened since 
April. 


» The Canadian economy is expected to grow at 
a pace roughly in line with its production poten- 
tial in the near term, before picking up through 
PADIS: 


» The Bank projects that the economy will grow 
by 2.1 per cent in 2012, 2.3 per cent in 2013 and 
2.9 per cent in 2014. The economy is expected 
to reach full capacity in the second half of 2013. 


* Core inflation is forecast to remain around 2 per 
cent over the projection horizon, while total CPI 
inflation is expected to remain noticeably below 
the 2 per cent target over the coming year 
before returning to target around mid-2013. 


" On 5 June and 17 July, the Bank maintained the 
target for the overnight rate at 1 per cent. 


The Bank projects that the economy will grow by 2.1 per 
cent in 2012, 2.3 per cent in 2013 and 2.5 per cent in 2014. 
The economy is expected to reach full capacity in the 
second half of 2013, thus operating with a small amount of 
slack for somewhat longer than previously anticipated. 


Core inflation is forecast to remain around 2 per cent 
over the projection horizon as the economy operates 
near its production potential, growth in labour compen- 
sation stays moderate and inflation expectations remain 
well anchored. Given the recent drop in gasoline prices 
and with futures prices suggesting persistently lower 
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oil prices, the Bank expects total CPI inflation to remain 
noticeably below the 2 per cent target over the coming 
year before returning to target around mid-2013. 


The inflation outlook in Canada is subject to significant 
risks. 


The three main upside risks to inflation in Canada relate 
to the possibility of higher global inflationary pressures, 
stronger Canadian exports and stronger momentum in 
Canadian household spending. 


Projection for global economic growth 


Share of real global | 


The three main downside risks to inflation in Canada 
relate to the European crisis, weaker global momentum 
and the possibility that growth in Canadian household 


spending could be weaker. 


Overall, the Bank judges that the risks to the inflation 
outlook in Canada are roughly balanced over the projec- 


tion period. 


Projected g 


rowth? (per cent) 


GDP? (per cent) 


United States 


2011 | «2012, «| ~—2013 
19 Peel L925 


Euro area “4~—~*«&YY:s«a 5) | -06C0@) | 03008) | 13(14) 

Japan. ee Wr Re) POS or co7) Sse) 7 ise oone) 
China _ 4 oe eacii7s6a Po 7eco ere eoe 
Restoftheworld| 47 | 4343) | 3264) | 3265) | 3.3.7) 


3.5 (3.8) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2011. Source: IMF, World Economic Outlook, April 2012 


b. Numbers in parentheses are projections used for the April 2012 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


2011 2012 2013 2014 
@4 || “ai a2") (03° | aa yi Pai a20) ass Gand or, digez y) Gosiiicas 
Real GDP (quarter-over-quarter 1.9 tO eal to | 2.0 | 2.3 DiBiil) DA 2.6 | Pai 72.18) | PLS DB | ZA 
percentage change at annual rates) (18) (25) 25) iA. (25) ass) | 2.2) | (2.3) Ce) iipe2) 1 2.2) 9) 2.2) | (2.2) 
Real GDP (year-over-year percentage | 2.2 AB? Sek ae tm ee Pel \) 2a 2.4 | 735) 26 | 26 2A aes 
change) (22) | @O) | GA) | 223)) 2.3) iat2-5) | (2.4) | (2.4) | 23) 1 (@2) | @2) | @2 | (2.2) 
Core inflation (year-over-year Dal 220 | 19> otto 1 Oiealage.0 PO | a) Peal | ZAG PIS ONS 
percentage change) (2:1) siete | G9) a eG Syme ce aul) a (21a) 2.1) | (21) 1 CA (2:0) te (2.0) (2.0) 
Total CPI (year-over-year percentage 2.6 2.4 | er | Tea 16 ES Iss 20 | 2.0 2.0.1 2:0 2.0 | 2.0 
change) (2OSI24) Om ree) | 22) 1 0e-lew (1-9) | (19) 0.9) bo) at (20) (20) (2.0) 
Total CPI excluding the effect of the Paks) Ae | 1.6 | ted) vies ee 1.6 25) a D420 2.0 | 2.0 
HST and changes in other indirect (2S) (2.3)9 toes) } 1p 1 (2.0) (2:0) fe 0) 2-0) Fr (2.0) (2-0) 2.0) 
taxes (year-over-year percentage | | | | 
change) ilo eel | | 
WTI? (level) 94 103 | 93 | 86 | 87 88 | 89 89 | 89 88 | 88 87 | 87 
. (94) | (103) | (103) | (104) | (105) | (105) | (105) | (104) | (103) | (102) | (101) | (9) | (9) 
Brent? (level) 109 118 99 98 | 98 98 97 96 96 95 | 94 


—s 
ro) 
© } 
— 
‘S) 
ro) 


(109) | (118) | 


a. Figures in parentheses are from the base-case projection in the April 2012 Monetary Policy Report. 
b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 13 July 2012 


| (119) | (117) | (115) | (113) | (112) | (110) | (108) | 


(106) | (104) 
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Reflecting all of these factors, on 17 July, the Bank become appropriate, consistent with achieving the 2 per 
decided to maintain the target for the overnight rate at cent inflation target over the medium term. The timing 

1 per cent. To the extent that the economic expansion and degree of any such withdrawal will be weighed 
continues and the current excess supply inthe economy carefully against domestic and global economic 

is gradually absorbed, some modest withdrawal of the developments. 


present considerable monetary policy stimulus may 


Real GDP is expected to grow at a moderate pace 


2008 2009 2010 2011 2012 2013 2014 
—— Year-over-year percentage Mill Quarter-over-quarter percentage 

change in real GDP change in real GDP, at annual rates 
--- Base-case projection NNN Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Core CPI inflation is expected to be steady, while total CPI inflation in Canada 
is projected to remain noticeably below 2 per cent over the coming year 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 2013 2014 
— 1ealOP| ——CesG3e Siew Control range 


Note: Dotted lines indicate projections. 
a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 
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Canada's Inflation-Control Strategy’ 


‘Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada’s experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.2 These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand 
andthe economy's production capacity is, over time, the 
primary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report is a 
key element of this approach. Policy decisions are typi- 
cally announced on eight pre-set days during the year, 
and full updates of the Bank's outlook, including risks to 
the projection, are published four times per year in the 
Monetary Policy Report. 


Inflation targeting is symmetric and flexible 


* Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


* Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CPI| com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Contro! Target (8 November 2011) and 
Renewal of the Inflation-Contro! Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: 


Public Information 
Communications Department 
Bank of Canada 

234 Wellington Street 
Ottawa, Ontario K1A 0G9 


Telephone: 613 782-8111; 
1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca; Website: bankofcanada.ca 
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This report includes data received up to 19 October 2012. 


“While Canada’s economy is being affected by the global angst, 
the key areas of uncertainty abroad are all points of justifiable 
confidence here at home. Canada’s public finances are sound. 
Monetary policy is clear and credible. Canada’s financial system 
showed itself to be among the most resilient in the world 
through the crisis. Since then, it has strengthened further.” 


— Mark Carney 


Governor, Bank of Canada 
15 October 2012 
Nanaimo, British Columbia 
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Overview 


The global economy has unfolded broadly as the Bank projected in July. 
The economic expansion in the United States is progressing at a gradual 
pace. Europe is in recession and recent indicators point to a continued 
contraction. In China and other major emerging economies, growth has 
slowed somewhat more than expected, though there are signs of stabiliza- 
tion around current growth rates. Notwithstanding the slowdown in global 
economic activity, prices for oil and other commodities produced in Canada 
have, on average, increased in recent months. Global financial conditions 
have improved, supported by aggressive policy actions of major central 
banks, but sentiment remains fragile. 


In Canada, while global headwinds continue to restrain economic activity, 
domestic factors are supporting a moderate expansion. Following the recent 
period of below-potential growth, the economy is expected to pick up and 
return to full capacity by the end of 2013. The Bank continues to project that 
the expansion will be driven mainly by growth in consumption and busi- 
ness investment, reflecting very stimulative domestic financial conditions. 
Housing activity is expected to decline from historically high levels, while 
the household debt burden is expected to rise further before stabilizing by 
the end of the projection horizon. Canadian exports are projected to pick 

up gradually but remain below their pre-recession peak until the first half of 
2014, reflecting weak foreign demand and ongoing competitiveness chal- 
lenges. These challenges include the persistent strength of the Canadian 
dollar, which is being influenced by safe-haven flows and spillovers from 
global monetary policy. 


After taking into account revisions to the National Accounts, the Bank pro- 
jects that the economy will grow by 2.2 per cent in 2012, 2.3 per cent in 2013 
and 2.4 per cent in 2014. 


Core inflation has been lower than expected in recent months, reflecting 
somewhat softer prices across a wide range of goods and services. Core 
inflation is expected to increase gradually over coming quarters, reaching 

2 per cent by the middle of 2013 as the economy gradually absorbs the 
current small degree of slack, the growth of labour compensation remains 
moderate and inflation expectations stay well anchored. Total CPI inflation 
has fallen noticeably below the 2 per cent target, as expected, and is pro- 
jected to return to target by the end of 2013, somewhat later than previously 
anticipated. 
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The inflation outlook in Canada is subject to significant risks. The Bank’s 
projection assumes that authorities in Europe are able to contain the 
ongoing crisis, and that the U.S. fiscal cliff will be avoided. Imbalances in 
the Canadian household sector remain the biggest domestic risk. This risk is 
two-sided. 


The three main upside risks to inflation in Canada relate to the possibility 
of higher global inflationary pressures, stronger Canadian exports and 
renewed momentum in Canadian residential investment. 


The three main downside risks to inflation in Canada relate to the European 
crisis, weaker demand for Canadian exports and the possibility that growth 
in Canadian household spending could be weaker. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 


Reflecting all of these factors, on 23 October, the Bank decided to maintain 
the target for the overnight rate at 1 per cent. Over time, some modest with- 
drawal of monetary policy stimulus will likely be required, consistent with 
achieving the 2 per cent inflation target. The timing and degree of any such 
withdrawal will be weighed carefully against global and domestic develop- 
ments, including the evolution of imbalances in the household sector. 


GLOBAL ECONOMY 3 
BANK OF CANADA * MONETARY POLICY REPORT * OCTOBER 2012 


Global Economy 


The global economy has unfolded broadly as the Bank projected in its July <« The global economy has 
Monetary Policy Report. While the economic expansion in the United States unfolded broadly as the 
is progressing at a gradual pace, Europe is in recession, and recent indica- Bank projected... 


tors point to continued contraction. In China and other major emerging 
economies, growth has slowed somewhat more than expected, though 
there are signs of stabilization around current growth rates. Notwithstanding 
the slowdown in global economic activity, prices for oil and other commod- 
ities produced by Canada have increased, on average, in recent months. 


Global financial conditions have improved since the last Report, supported <« ... supported by the 
by the aggressive policy actions of major central banks, particularly the U.S. aggressive policy actions 
Federal Reserve, the European Central Bank (ECB) and the Bank of Japan of major central banks 


(Chart 1 and Chart 2). Overall sentiment, however, remains fragile. 


Following 3.8 per cent growth in 2011, global economic growth is expected 
to slow to 3.0 per cent in 2012 and 3.1 per cent in 2013, before rising to 

3.5 per cent in 2014 (Table 1). The Bank’s base-case scenario continues to 
be predicated on the following two important assumptions: the crisis in the 
euro area will remain contained, and a severe tightening of U.S. fiscal policy 
at the beginning of 2013, the so-called “fiscal cliff,” will be avoided. The 
Bank’s projections incorporate the impact on the global economy of these 
and other sources of uncertainty. 


Table 1: Projection for global economic growth 


; b 
Share of real global - a siogiee ei al Abeueen) : 


GDP® (per cent) 2011 2012 2013 2014 
UnitedStaes | 19 &©| 1847) | 2109) | 230@1) | 3200) — 
Euroarea 40 45 5) | -05(¢06 | 040.3) | 1.0(1.3) 
Japan i Gln lt07-C0.7) |) 22050 Toran) 1109) 
China 14 | 93@3) | 7678 | 7778 | 77(78) 
Rest of the world | 47 43/43) | 3.23.2 | 3162) | 3333). 
World Td bine 8 3.8(3.8) | 3.0(31) | 311) | 35(35) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2011. Source: IMF, World Economic Outlook, October 2012 


b. Numbers in parentheses are projections used for the July 2012 Monetary Policy Report. 
Source: Bank of Canada 


Underlying global inflationary pressures are expected to ease over the « Underlying global inflationary 
projection horizon, given the considerable excess capacity observed in pressures are expected to ease 
many advanced economies. The recent increase in energy and food prices 

will, however, provide a short-term offset, particularly in emerging-market 

economies (EMEs). 
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Chart 1: Policy interest rates remain at historically low levels in advanced 
economies 
Policy interest rates, daily data 


2008 2009 2010 2011 2012 
——Canada =~ United States m—Euroarea == Japan 


Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent toa 
range of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy 
rate of 0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 
European Central Bank and Bank of Japan Last observation: 19 October 2012 


Chart 2: Some central banks have expanded their balance sheets further 
Central bank assets relative to GDP, quarterly data 
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Sources: Bank of Canada, Statistics Canada; U.S. Federal Reserve, U.S. Bureau of Economic Analysis; European 
Central Bank, Statistical Office of the European Communities; Bank of England, U.K. Office for National Statistics; 
Bank of Japan and Cabinet Office of Japan Last observation: 2012Q2 
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Global Financial Conditions 


Global financial conditions have improved modestly since the last Report, 
supported by several significant central bank initiatives and reduced concerns 
about a serious near-term credit event. Tail risks in the euro area are per- 
ceived to have diminished significantly following the ECB’s announcement of 
its Outright Monetary Transactions (OMT) program, while the announcement 
by the U.S. Federal Reserve of substantial additional monetary easing has 
provided further support for some risky assets (Box 1)." 


The more positive market tone has been reflected in narrower credit 
spreads, strong corporate issuance (Chart 3) and large gains in many equity 
markets. The extraordinary liquidity provided by central banks may also be 
pushing down measures of financial market volatility. 


The OMT program, which allows the ECB to purchase government bonds in 
the secondary market, is designed to eliminate the risk of euro redenomina- 
tion and improve the monetary policy transmission mechanism in the euro 
area.” This action, coupled with other encouraging policy developments in the 
euro area, has lowered the probability of a severe crisis and has led to a 
reversal of some safe-haven flows.* As a result, sovereign yields in several 
peripheral euro-area countries have declined substantially (Chart 4). Bond 
yields in peripheral euro-area countries nevertheless continue to be elevated, 
and significant financial market strains remain. Notably, there are signs of 
increasing fragmentation of European financial markets, with reduced cross- 
border financial activity and an evident home bias in investment portfolios. 


Chart 3: Activity in corporate credit markets is robust 
Global corporate issuance placed in U.S. dollars, monthly data 
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Note: Average values are calculated over the total yearly issuance of high-yield and investment-grade bonds. 
Source: Bloomberg Last observation: September 2012 


1 The increase observed in risk appetite was also reinforced by the announcement of additional mon- 
etary accommodation by other central banks, including the Bank of Japan, which expanded the size of 
its Asset Purchase Program by about 10 trillion yen in mid-September. 


2 The ECB has indicated that Outright Monetary Transactions will be considered only if they are war- 
ranted from a monetary policy perspective, and as long as the conditions established under the 
European Financial Stability Facility / European Stability Mechanism (ESM) program are fully respected. 

3 This improvement in risk sentiment was further reinforced by other developments being interpreted as 


euro-area friendly, such as the Dutch elections and the decision of the German constitutional court that 
cleared the way for ratification of the ESM treaty, which was inaugurated in early October. 
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« Global financial conditions 
have improved modestly 


< Tail risks in the euro area are 
perceived to have diminished 


« Bond yields in peripheral euro- 
area countries nevertheless 
continue to be elevated 


6 GLOBAL ECONOMY 
BANK OF CANADA * MONETARY POLICY REPORT * OCTOBER 2012 


Box 1 


The Implications of Recent U.S. Monetary Policy Developments 


Following the 12-13 September meeting of the Federal 
Open Market Committee (FOMC), the U.S. Federal Reserve 
announced that it would purchase additional agency 
mortgage-backed securities at a pace of US$40 billion per 
month. The Committee also stated that it would continue 
its purchases of mortgage-backed securities and undertake 
additional asset purchases, as appropriate, until substantial 
improvement in the outlook for the labour market has been 
achieved. In addition, the Committee extended its forward 
guidance for exceptionally low levels of the federal funds 
rate through at least mid-2015, and added that it expects a 
highly accommodative stance of monetary policy to remain 
appropriate “for a considerable time after the economic 
recovery strengthens.” Together, these actions have been 
dubbed “QE3.” 


These policy measures are more aggressive than previously 
anticipated, thereby contributing to stronger growth over 
the projection horizon. In particular, the Bank expects these 
measures to support U.S. economic activity by: 


* lowering mortgage rates, which will encourage home 
purchases and refinancing; 


* encouraging investors to rebalance their portfolios 
toward riskier higher-return assets, thus: 


- creating positive wealth effects through higher asset 
prices, which will support consumption; 


- stimulating consumption and investment by reducing 
the cost of borrowing; and 


* exerting downward pressure on the foreign exchange 
value of the U.S. dollar, thereby stimulating U.S. exports 
and reducing imports. 


There is uncertainty regarding the magnitude of the impact 
of QE3 on US. financial conditions and economic activity. 
Estimates of the impact of earlier rounds of “QE” spana 
fairly wide range. Moreover, it is difficult to apply the ear- 
lier estimates to QE3 because (i) the macroeconomic and 
financial environment has changed; and (ii) unlike previous 
rounds, the Federal Reserve did not announce a predeter- 
mined quantity or time horizon for purchases under QE3. 


U.S. financial conditions have eased since the release of the 
minutes of the 31 July-1 August FOMC meeting, where the 
possibility of taking additional policy actions was widely 
discussed (Table 1-A). Corporate credit spreads and bor- 
rowing rates have declined, equity prices have risen, and the 
U.S. dollar has also weakened. Moreover, issuance of invest- 
ment-grade and high-yield corporate debt has proceeded 

at a near-record pace. It must be noted, however, that since 
many factors affect financial markets simultaneously, it is 
difficult to isolate the impact of the additional easing. 


The Bank estimates that QE3 will lift the level of U.S. GDP 
by 1.3 per cent by 2014 and, more broadly, boost global 
economic activity, increasing the demand for Canadian 
exports and supporting commodity prices. Lower yields for 
a variety of U.S. asset classes mean that similar Canadian 
financial assets will now offer relatively higher returns. As a 
consequence, some substitution into Canadian assets can 
be expected, which would lower Canadian yields and put 
upward pressure on the value of the Canadian dollar. 


On balance, QE3 is estimated to be modestly positive for 
the Canadian economy, lifting the level of real GDP by 
about 0.4 per cent by 2014. However, the precise impact 
will depend importantly on the extent to which the various 
channels of influence operate. 


Table 1-A: U.S. financial conditions have become 
more supportive 


Since FOMC | Since FOMC 
Current | meeting | minutes 
Asset class level? (13 September) | (22 August)? 
30-year mortgage rate 3:37. | -18 bps | -29 bps 
S&P 500 Index 1433.19 -1.83% +1.39% 
10-year U.S. Treasury 1.76% +4 bps +7 bps 
yield | 
U.S. investment-grade | 176 bps | -29 bps | -37 bps 
corporate bond spread 
U.S.-dollar trade- 7962 | -045% | -2.29% 


weighted index 


a. As of the close on 19 October 2012 or latest available data 


b. Minutes of the August FOMC meeting where the possibility of additional 
quantitative easing was widely discussed and considered 


Short-term yields in some core European countries are near zero, signalling 
that investors are still wary and are willing to pay a premium to protect their 
investments (Chart 5). In addition, the most recent bank lending survey in the 
euro area suggests that, in the second quarter, banks continued to tighten 
credit standards on loans to enterprises and that they expected to tighten 
standards further in the third quarter for all categories of loans. 
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Chart 4: Yields in several peripheral euro-area economies have 
declined substantially 
Yields on 10-year sovereign bonds, daily data 
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Chart 5: Short-term bond yields in some core European countries remain 
near historical lows 
Yields on 2-year sovereign bonds, daily data 
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In the United States, the Federal Reserve has extended its forward guidance for 
exceptionally low levels for the federal funds rate through to at least mid-2015. 
Moreover, in addition to completing the maturity extension program, the Federal 
Reserve will provide further policy accommodation by purchasing additional 
agency mortgage-backed securities (MBS) at a pace of US$40 billion per month. 
The Fed has indicated that it will continue this MBS purchase program (or under- 
take additional asset purchases) until there is a substantial improvement in the 
outlook for the U.S. labour market in a context of price stability (Box 1). 


U.S. credit spreads have continued to narrow recently, with the yields on both « U.S. credit spreads have 
investment-grade and high-yield corporate bonds declining to near-record continued to narrow 
levels, Supported by robust investor demand. Spreads in the MBS market have 

also tightened substantially following the Federal Reserve announcement. 
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Euro Area 


The euro area is in recession . The euro area is in recession. GDP contracted by 0.7 per cent in the second 
quarter of 2012, a slightly smaller decline than anticipated in the July Report. 
However, economic indicators suggest that the strained economic situation 
in peripheral economies continues to spread to the core countries. The 
euro-area composite Economic Sentiment Indicator (ESI) and the composite 
Purchasing Managers’ Indexes both fell to near 3-year lows, and the ESls for 
France and Germany have continued to slide (Chart 6). 


Chart 6: Severe weakness in peripheral euro-area economies has continued 
to spread to the core countries 
Economic Sentiment Indicator, monthly data 
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Source: European Commission Last observation: September 2012 


Chart 7: Europe is stagnating 


Euro-area real GDP across economic cycles; start of recession = 100, quarterly data 
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Note: The Big Five modern financial crises, as described in Reinhart and Rogoff (2008), are Spain (1977), 
Norway (1987), Finland (1991), Sweden (1991) and Japan (1992). See C.M. Reinhart and K.S. Rogoff, 

“Is the 2007 U.S. Sub-Prime Financial Crisis So Different? An International Historical Comparison,” 
American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 

Sources: Eurostat, Organisation for Economic Co-operation and Development, 

and Bank of Canada projections 
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Euro-area activity is projected to contract further in the second half of 2012, 
and GDP is expected to decline by 0.5 per cent for the year as a whole. With 
ongoing bank deleveraging, fiscal austerity measures, tensions in financial 
markets and low confidence continuing to weigh on the outlook for the euro 
area, the Bank expects very modest growth of 0.4 and 1.0 per cent in 

2013 and 2014, respectively. Domestic demand in the euro area is anticipated 
to remain extremely weak, with some offsetting support for economic activity 
provided by export growth. However, the level of euro-area GDP is projected 
to stay below its 2008 peak throughout the 2012-14 period (Chart 7). 


Headline inflation in the euro area remained at 2.6 per cent in September, 
supported by increases in indirect taxes and administered prices in peripheral 
countries, as well as the recent run-up in energy prices. Inflation is expected 
to remain above 2 per cent throughout 2012 and to decline gradually to below 
2 per cent over the projection horizon. 


While the introduction of the OMT by the ECB provides time for reforms to 
be implemented, further substantive measures will be needed to continue to 
contain the crisis and put euro-area economies on a sustainable path. Fiscal 
and structural policy adjustments will take several more years to complete, 
and market confidence will be restored only gradually. 


United States 


The U.S. economic expansion is continuing at a gradual pace, consistent 
with the experience of other advanced countries that have undergone 
severe financial crises (Chart 8). GDP growth in 2012 is projected to be 
slightly higher than previously anticipated, owing to historical revisions for 
late 2011 that affect annual average growth for 2012 and more than offset 
the negative effects of the severe drought on farm output. Fiscal consolida- 
tion, weak external demand and ongoing household deleveraging will 


Chart 8: U.S. real GDP growth is projected to remain relatively modest 
compared with previous U.S. recoveries 
U.S. real GDP across economic cycles; start of recession = 100, quarterly data 
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American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 


Sources: U.S. Bureau of Economic Analysis, Organisation for Economic Co-operation and Development, 
and Bank of Canada projections 
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< Domestic demand in the 
euro area is anticipated to 
remain extremely weak 


“ Further substantive measures 
will be needed to continue 
to contain the crisis 


< The U.S. economic expansion 
is continuing at a gradual pace 
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U.S. GDP growth has been 
revised up in 2013 and 2014, 
owing to a larger policy response 
by the Federal Reserve 


There are signs that the 

uncertainty around the fiscal 
outlook has already begun to 
affect U.S. economic activity 


Chart 9: Fiscal consolidation is projected to have a significant dampening 
effect on U.S. economic growth through 2014 


Annual data 


% 


2011 2012 2013 2014 


MM GDP growth excluding Ml Estimated contribution -@®- GDP growth 
fiscal policy from fiscal policy 


Note: The contribution of fiscal policy to growth includes both direct government expenditures and 
the indirect effects on other components of aggregate demand. 
Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


nevertheless continue to restrain growth. In 2013, growth is projected to 
accelerate, Supported by a pickup in external demand, a gradual improve- 
ment in labour market conditions and the recent announcement of addi- 
tional policy easing by the Federal Reserve. 


Relative to the July Report, U.S. GDP growth in 2013 and 2014 has been 
revised up to 2.3 per cent and 3.2 per cent, respectively, owing to a larger 
policy response by the Federal Reserve than was previously expected. These 
policy measures will Support stronger growth over the projection horizon by 
lowering the cost of credit to consumers and businesses, boosting asset 
prices and wealth, and putting downward pressure on the U.S. dollar (Box 1), 
thus contributing to higher growth in consumption and both residential and 
non-residential investment than had been anticipated in July. 


The Bank’s base-case scenario assumes that the drag from fiscal consoli- 
dation will amount to roughly 1 percentage point in 2012 and 1.5 percentage 
points in both 2013 and 2014 (Chart 9). However, a severe tightening of fiscal 
policy at the beginning of 2013 is built into current legislation, which, if fully 
implemented, could reduce U.S. real GDP growth next year by approxi- 
mately 4 percentage points. The outlook is therefore highly uncertain and is 
contingent on political willingness to address the impending fiscal cliff. 
There are signs that the uncertainty around the fiscal outlook, coupled with 
the fragile state of the European economy and other worrying external 
developments, has already begun to affect U.S. economic activity, with 
firms deciding to delay spending on some investment projects (Chart 10). 


Consumption expenditures are expected to grow at a relatively slow but 
steady pace over the projection horizon. Weak labour market conditions 
continue to restrain household income, with the level of employment still 

4.5 million below its previous peak (Chart 11). While the unemployment rate 
has declined in recent months, partly reflecting a further drop in labour force 
participation, it remains elevated. On the positive side, household net worth 
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Chart 10: Indicators of U.S. business investment have weakened 


New orders and shipments of non-defence capital goods, excluding aircraft, 
year-over-year percentage change, monthly data 


25 
20 
15 
10 
5 
0 
-5 
-10 
Jan Jul Jan Jul Jan Jul 
2010 2011 2012 
—— New orders == Shipments 
Source: U.S. Census Bureau Last observation: August 2012 
Chart 11: U.S. labour market conditions remain weak 
Monthly data 
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is gradually being rebuilt, supported by gains in both equity and house 
prices. In addition, the household debt-to-income ratio has returned to 2005 
levels and the debt-service ratio has reached multi-year lows. 


Residential investment has rebounded in recent quarters, albeit from a very 
depressed level. Although home-builder sentiment has improved signifi- 
cantly and the number of building permits has climbed above 800,000 for 
the first time since 2008 (Chart 12), housing demand remains subdued. The 
significant overhang of unoccupied dwellings, as well as homes in the fore- 
closure pipeline, continues to restrain new construction and limit upward 
pressure on prices. The Bank expects that a gradual easing in lending con- 
ditions, improving labour market conditions and underlying demographic 
demand will support the recovery in residential construction over the projec- 
tion horizon. The announcement by the U.S. Federal Reserve that it will 
purchase mortgage-backed securities will also help in this regard. 
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Growth in investment in 
equipment and software is 
projected to remain relatively 
weak in the short term before 
picking up 


Excess supply in the U.S. 
economy is expected to remain 
significant until well beyond 2014 


Chart 12: U.S. residential investment is gradually improving 
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Sources: U.S. Census Bureau and 


National Association of Home Builders Last observations: September and October 2012 


The recovery in non-residential construction is expected to proceed at a 
modest pace, restrained by elevated vacancy rates and tight borrowing 
conditions. Growth in investment in equipment and software decelerated 
markedly in the first two quarters of 2012 and is projected to remain rela- 
tively weak in the short term, constrained in part by the uncertainty associ- 
ated with the global economic outlook and the impending fiscal cliff. As 
these negative effects gradually dissipate and GDP growth picks up, growth 
in business investment is expected to rebound, supported by healthy cor- 
porate balance sheets. This rebound is slightly stronger than forecast in the 
July Report, owing to the additional monetary stimulus. 


U.S. export growth in 2012 has been affected by slowing external demand 
and the past appreciation of the U.S. real effective exchange rate, but is pro- 
jected to strengthen gradually starting in the second half of 2013 as global 
demand growth begins to recover. 


Excess supply in the U.S. economy is expected to remain significant until 
well beyond 2014, dampening underlying inflationary pressures. Consumer 
price inflation will increase in the short term, however, reflecting the rapid 
increase in gasoline prices in recent months and the impact of the rise in 
food prices associated with the drought that affected vast areas of U.S. 
farmland. The additional policy easing by the Federal Reserve will also pro- 
vide somewhat more support to inflation than previously anticipated. 


Japan 

Real GDP growth in Japan decelerated to 0.7 per cent in the second quarter of 
2012 from 5.3 per cent in the first quarter. The sharp slowdown was in line with 
expectations at the time of the July Report and reflected a broad-based slow- 
down in domestic demand, as well as continued weakness in external demand, 
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especially from Europe and China. The contribution from public investment was 
also lower in the second quarter; growth in this sector remained strong, how- 
ever, owing to reconstruction efforts following the natural disasters of March 
2011. Consumer price inflation in Japan remains slightly below zero. 


Japan’s real GDP growth is projected to average only about 1 per cent in <«  Japan’s real GDP growth is 
2013 and 2014. A strong yen, together with weak growth in foreign demand, projected to average only about 
is anticipated to weigh on the pace of economic activity in the short term, 1 per cent in 2013 and 2014 


while a planned increase in the value-added tax on consumption and 
declining reconstruction-related spending are expected to dampen growth 
toward the end of the projection horizon. 


Emerging-Market Economies 


Real GDP growth in China slowed further in the third quarter of 2012 

to 7.4 per cent on a year-over-year basis. The ongoing slowdown, also 
reflected in weak industrial production data, is the result of continuing 
efforts by Chinese authorities to rein in an overheated property market, as 
well as reduced external demand, particularly from Europe (Chart 13). 


China’s economy is expected to grow at a pace of about 7.7 per cent over the «  China’s economy is expected to 
projection horizon. This represents a slight pickup from the recent rate of grow at a pace of about 7.7 per 
growth, but is a somewhat weaker forecast than in the July Report. cent, a slight pickup from the 
Government spending on infrastructure should provide some support to recent rate of growth 


growth over the projection period, but likely to a more limited extent than the 
stimulus measures introduced during the previous slowdown. Near-term 
growth in exports is expected to be dampened by weak activity in a number 
of advanced economies before picking up in mid-2013. Some additional 
slowing in housing is anticipated, although there is evidence that the housing 
market has recently stabilized, following a significant deceleration in activity. 


Chart 13: Demand for Chinese exports has been weakening 


Year-over-year growth rate of 3-month moving average of Chinese exports, 
monthly data 


% 
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Source: China, General Administration of Customs Last observation: September 2012 


4 In April 2014, Japan’s value-added tax on consumption will increase to 8 per cent from 5 per cent, and 
then rise to 10 per cent in October 2015. 
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Chart 14: Food accounts for a greater share of the CPI basket in emerging- 
market economies 
Share of food in CPI basket, monthly data 
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Inflationary pressures in China appear well contained, with consumer price 
inflation at only 1.9 per cent in September compared with 6.1 per cent a year 
ago. However, since food represents a large portion of household expendi- 
tures, rising world food prices caused by severe droughts in a number of 
major food-producing countries are expected to exert significant upward 
pressure on China’s inflation in coming quarters (Chart 14). Although the 
People’s Bank of China eased monetary policy earlier this year, higher inflation 
due to rising food prices may limit the scope for further easing. Significant 
monetary policy easing may also be constrained by the fear of exacerbating 
existing domestic imbalances, particularly in the housing sector. 


Economic activity in several other large EMEs is also slowing in response to 
both external and domestic factors. After registering the lowest GDP growth 
since the financial crisis, activity in India appears to be weakening further, 
reflecting softer private consumption and investment. Recent indicators also 
suggest that GDP growth in Brazil will remain subdued in the second half of 
2012. Owing to reduced near-term inflationary pressures, many EMEs have 
lowered their policy interest rates. As in China, however, further easing could 
be tempered by expected increases in food prices and still-elevated credit 
growth. Economic growth in the other large EMEs is expected to pick up 
gradually in the second half of 2013 as a result of the recent policy easing 
and somewhat stronger export markets. 


Commodity Prices 


Prices for many commodities have increased since the July Report. A rise in 
crude oil prices and a rebound in base metal prices, both partly related to the 
announcement of new policy stimulus measures in several countries, account 
for much of the recent movement. Oil prices measured by the Brent crude 
benchmark are about 23 per cent higher than the trough reached at the end 
of June, boosted by temporary supply disruptions in the North Sea and ten- 
sions in the Middle East. In contrast, while higher relative to their July level, 
crude oil prices captured by the West Texas Intermediate (WTI) benchmark 
have fallen in recent weeks, reflecting strong supply conditions in North 
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Chart 15: Prices for crude oil have risen since the July Report and are expected 
to remain elevated over the projection horizon 
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Source: Bank of Canada 


America. The latest futures curves suggest that the spread between Brent 
crude oil prices and WTI prices will gradually narrow over the projection 
horizon, owing to some normalization of supply conditions (Chart 15). Relative 
to the July Report, futures curves also indicate that Brent and WTI oil prices 
will be about 10 per cent and 5 per cent higher, respectively, through 2014. 


Natural gas prices in North America have also risen since the July Report 
but, at a little above US$3 per million Btu, are still low as new fracking 
technologies continue to drive an expansion of supply. Based on the latest 
futures curve, natural gas prices are projected to continue to rise through 
2014, similar to expectations in July. 


Prices for non-energy commodities are also higher, on average, than in July, 
and are projected to stay above the levels anticipated at the time of the last 
Report through 2014, although substantial variation has been observed 
across some commodity groups over the past few months. Base metal prices 
have increased sharply since mid-August, offsetting part of the significant 
decline in prices observed earlier in the year. These prices are expected to 
continue increasing, albeit at a slower pace, over the projection horizon. 
Prices for agricultural products have broadly stabilized since the July Report 
after a drought-related spike. While agricultural prices are expected to remain 
elevated through mid-2013, they are projected to decline thereafter as supply 
conditions improve. Prices for forestry products, after rising through August, 
have returned to the levels observed at the time of the July Report. Over the 
next two years, the prices of forestry products are expected to improve grad- 
ually, supported by the recovery of the U.S. housing sector. 


| 


Oil prices measured by the 
Brent crude benchmark are 
about 23 per cent higher than 
the trough reached at the end 
of June 


Base metal prices have increased 
sharply since mid-August 
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Implications for the Canadian Economy 


External demand for Canada’s» External demand for Canada’s exports, as estimated by the Bank’s foreign 
exports remains modest activity measure, remains modest.® The measure has recovered only 
60 per cent of the decline recorded during the 2008-09 recession, owing 
largely to protracted weakness in the U.S. housing sector. Despite the rela- 
tively subdued outlook for global economic growth, the foreign activity 


The foreign activity measure > measure is projected to grow steadily over the next two years, reflecting a 
is expected to surpass its gradual recovery in the U.S. housing market and an anticipated increase in 
pre-recession level during the the growth of U.S. business investment once the uncertainty related to the 
second half of 2013 fiscal cliff and the situation in Europe dissipates (Chart 16). Owing to the 


Chart 16: The foreign activity measure is expected to grow at a stronger 
pace than U.S. real GDP 
Index: 2007Q4 = 100, quarterly data 


2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
— Foreign activity measure = U.S. real GDP 


Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


Chart 17: Commodity prices have increased since the July Report 
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5 The foreign activity measure captures the composition of foreign demand for Canadian exports by 
weighting the various components of U.S. private final domestic demand and economic activity in other 
countries according to their importance for Canada’s trade. 
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annual revisions to U.S. data, the level of the foreign activity measure is 
slightly lower than previously expected in the second quarter of 2012. 
However, upward revisions to the Bank’s outlook for the U.S. economy imply 
stronger growth in the foreign activity measure over the projection horizon. 
The foreign activity measure is expected to surpass its pre-recession level 
during the second half of 2013. 


The Bank of Canada’s commodity price index (BCPI) has increased by «The Bank’s commodity 
approximately 6 per cent since July, contributing to an improvement in price index has increased by 
Canada’s terms of trade (Chart 17). Prices received by Canadian producers approximately 6 per cent since 
of heavy crude oil, Western Canada Select (WCS), are up 13 per cent, owing July 


in part to the resolution of pipeline and refinery outages that had previously 
weighed on prices. As a result, the spread between WCS and WTI has nar- 
rowed significantly. The BCPI is anticipated to remain relatively stable. A 
projected rise in natural gas prices and the continued recovery in base 
metal prices are expected to be offset by a gradual decrease in crude oil 
prices and some easing in agricultural prices. 


Canadian Dollar 


The Canadian dollar has averaged 101 cents U.S. since the July Report, « The Canadian dollar is assumed 
higher than the 98 cents U.S. assumed in July (Chart 18), and is assumed to to average 101 cents U.S. 
average 101 cents U.S. over the projection horizon. 


Chart 18: The Canadian dollar has appreciated 
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Canadian Economy 


While global headwinds continue to restrain Canadian economic activity, 
domestic factors are supporting a moderate expansion. Following the recent 
period of below-potential growth, the Bank expects the economy to pick up in 
coming quarters, returning to full capacity by the end of 2013. The Bank con- 
tinues to anticipate that the expansion will be driven mainly by growth in con- 
sumption and business investment, reflecting very stimulative domestic 
financial conditions. Housing activity is expected to decline from historically 
high levels, and household debt ratios are expected to rise further before 
stabilizing by the end of the projection horizon. Canadian exports are pro- 
jected to pick up gradually but remain below their pre-recession peak until the 
first half of 2014, reflecting the weak level of foreign demand and ongoing 
competitiveness challenges. These challenges include the persistent strength 
of the Canadian dollar, which is being influenced by safe-haven flows and 
spillovers from global monetary policy. 


Core inflation has been lower than expected in recent months, reflecting 
somewhat softer prices across a wide range of goods and services. Core 
inflation is expected to increase gradually over coming quarters, reaching 
2 per cent by the middle of 2013 as the current small degree of slack in the 
economy is gradually absorbed, the growth of labour compensation stays 
moderate and inflation expectations remain well anchored. Total CPI infla- 
tion has fallen noticeably below the 2 per cent target, as expected, and is 
projected to return to target by the end of 2013, somewhat later than pre- 
viously anticipated. 


Financial Conditions 


In a context of somewhat improved global financial conditions, the supply 
and price of credit for businesses and households in Canada remain very 
stimulative (Chart 19), providing important ongoing support to the economic 
expansion. 


Canadian financial markets have benefited from the modest reduction in 
global risk aversion in recent months. The S&P/TSX Composite Index has 
risen by roughly 8 per cent since the July Report, and volatility has diminished 
(Chart 20). Credit spreads on Canadian corporate bonds have continued to 
narrow, more than offsetting the slight increase in Canadian government bond 
yields. As a result, all-in corporate bond yields have fallen to record lows, and 
the volume of corporate bond issuance has remained robust. 


Canadian banks continue to be well positioned to lend, with ready access to 
low-cost funding across the term structure in both Canadian and foreign 
Currencies, on both a relative and absolute basis. Responses to the Bank’s 
latest Senior Loan Officer Survey (available on the Bank’s website under 


Following the recent period of 
below-potential growth, the 
Bank expects the economy to 
pick up 


Core inflation has been lower 
than expected, and total CPI 
inflation has fallen noticeably 
below the 2 per cent target, 
as the Bank had anticipated 


Canadian financial markets 
have benefited from the modest 
reduction in global risk aversion 


Surveys suggest some further 
easing in business lending 
conditions in recent months 
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Chart 19: Borrowing costs for businesses and households remain 
at exceptionally low levels 
Weekly data 
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Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 19 October 2012 


Chart 20: Volatility has declined, while equity prices have increased 
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Source: Bloomberg Last observation: 19 October 2012 


Publications and Research > Periodicals > SLOS 2012Q3) and the balance 
of opinion of Canadian firms surveyed in the Bank’s autumn Business 
Outlook Survey (available on the Bank’s website under Publications and 
Research > Periodicals > BOS Autumn 2012) both suggest some further 
easing in business lending conditions in recent months, extending a period 
of almost uninterrupted easing since late 2009 (Chart 21). 


With financing conditions for Canadian firms remaining highly favourable, 
overall business credit has expanded in recent months at a rate above its 
historical average (Chart 22). However, the demand for credit stemming 
from the solid growth in business investment continues to be tempered by 
the historically high cash position of non-financial firms. 
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Chart 21: Credit conditions for Canadian firms have eased further 
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a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus 
the weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased 
credit conditions 


Source: Bank of Canada Last observation: 2012Q3 


Chart 22: The growth of business credit has stayed robust, while household 
credit growth has remained relatively moderate 
3-month percentage change (at annual rates) 
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Household credit continues to be readily available at near-record low 
rates. Growth in household credit has remained relatively stable at around 
5.5 per cent since the beginning of the year, a pace below the historical 
average (Chart 22), following an extended period of rapid growth that led 
to a substantial buildup in household debt. Regulatory measures imple- 
mented in recent months are expected to moderate the growth of 
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Potential output growth is 
expected to increase from 
2.0 per cent in 2012 to 

2.2 per cent in 2014 


Box 2 


household credit somewhat. Nevertheless, the household debt-to-income 
ratio is expected to continue to rise before stabilizing by the end of the 
projection horizon.® 


While growth in the narrow monetary aggregates remains moderate com- 
pared with the unusually rapid pace observed in late 2011, it has edged up in 
recent months, suggesting a slightly greater degree of liquidity preference, 
particularly among companies. Growth in the broad monetary aggregates 
has also picked up from earlier in the year, although it continues to be con- 
sistent with relatively subdued inflationary pressures ahead. 


Potential Output Growth 


The Bank’s projection for the growth of potential output in Canada over the 
2012-14 period is unchanged from the projection in the October 2011 
Report (Box 2). Potential output growth is expected to increase from 

2.0 per cent in 2012 to 2.2 per cent in 2014. The projection horizon has now 
been extended to 2015, when the growth of potential output is expected to 
be 2.1 per cent. As a result of the recovery in investment spending, as well 
as efficiency gains, trend productivity is projected to improve as Canadian 
firms strive to adopt best practices in the face of competitive pressures. At 
the same time, demographic forces will continue to reduce the trend rate of 
labour input growth. 


6 Ong July 2012, four measures for new government-backed insured mortgages with loan-to-value ratios 
of more than 80 per cent were implemented. These measures: (i) reduced the maximum amortiza- 
tion period to 25 years from 30 years; (ii) lowered the maximum amount Canadians can borrow when 
refinancing to 80 per cent from 85 per cent of the value of their homes; (iii) fixed the maximum gross 
debt-service ratio at 39 per cent and the maximum total debt-service ratio at 44 per cent; and (iv) limited 
the availability of government-backed insured mortgages to homes with a purchase price of less than 
$1 million. Moreover, the Office of the Superintendent of Financial Institutions also announced new 
guidelines for residential mortgage underwriting effective at the end of October 2012. 


Revisions to Potential Output Growth 


Every October, the Bank reassesses the path for potential 
output growth underpinning its economic outlook. Potential 
output represents the level of goods and services that the 
economy can produce on a sustained basis without adding 
to inflationary pressures. Potential output growth can be 
thought of as the sum of the growth rates of trend labour 
input and trend labour productivity. 


The growth rate of potential output is expected to increase 
gradually from 2.0 per cent in 2012 to 2.2 per cent in 2014, 
reflecting higher trend productivity growth, before edging 
down to 2.1 per cent in 2015 (Table 2-A). The slowing in 
2015 results from a further decline in the growth of trend 
labour input coupled with no change in the growth rate of 
trend labour productivity. 


The projected improvement in the growth of trend labour 
productivity is supported by solid investment spending, 
aided by very low interest rates and the relatively low cost 
of imported investment goods associated with the strong 
Canadian dollar, as well as by international competitiveness 


pressures that encourage Canadian firms to adopt best 
practices. Growth in trend labour productivity is projected 
to rise from 1.2 per cent in 2012 to 1.5 per cent in 2014, and 
to remain at 1.5 per cent in 2015. 


The growth rate of trend labour input over the projection 
horizon is expected to moderate from 0.8 per cent in 2012 
to 0.6 per cent in 2015, driven by slower growth in the 
working-age population as well as a decline in the trend 
employment rate. Demographics are expected to have a 
continuing effect beyond 2015. 


Table 2-A: Assumptions for the growth of potential output 


S012 enimeots 2014. | = 2015 
Potential output | 2.0(20) 2121) 22122) 241 
Trendlabour 4204 | 1343) 11505) | 15 
productivity | | 
Trend labour input | 0.8(0.9) 08(0.8) 0707) 06 


Note: Figures in parentheses correspond to October 2011 estimates. 
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Estimated Pressures on Capacity 


The Canadian economy continues to operate with a small amount of spare 
capacity. While real GDP growth of 1.9 per cent in the second quarter was 
broadly in line with the growth of potential output, as expected, historical 
revisions to the National Accounts suggest slightly less economic slack in 
Canada through 2011 and early 2012 than previously estimated (Box 3). 
However, real GDP growth is estimated to have been weaker than antici- 
pated at around 1.0 per cent in the third quarter, partly reflecting the 
impact on Canadian exports of transitory disruptions in the energy sector. 
Consistent with these dynamics, the Bank’s conventional measure of the 
output gap widened slightly to -0.7 per cent in the third quarter (Chart 23). 


Taken together, other indicators of pressures on capacity also point to the 
persistence of a small degree of slack in the Canadian economy. Responses 
to the Bank’s Business Outlook Survey in recent quarters have shown that 
the proportion of firms that would have difficulty meeting an unexpected 
increase in demand has stayed close to its historical average, and while 

the proportion of firms reporting labour shortages has edged up, it is still 
slightly below its historical average. Despite solid gains in employment, 

the unemployment rate has been broadly steady over the past year, at a 
level consistent with a modest degree of slack in the economy (Chart 24). 
Moreover, both the duration of unemployment and the proportion of involun- 
tary part-time workers continue to be elevated (Chart 25). 


On balance, the Bank judges that the economy was operating at roughly 
two-thirds of a per cent below its production capacity in the third quarter of 
2012, a slightly larger degree of slack than expected in July. 


Chart 23: The Canadian economy continues to operate with a small amount 
of excess supply 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating 
that they would have either some or significant difficulty meeting an unanticipated increase in 
demand/sales. 

. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s 

conventional measure. The estimate for the third quarter of 2012 (indicated by *) is based on a projected 
increase in output of 1.0 per cent (at annual rates) for the quarter. 
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Source: Bank of Canada Last observation: 2012Q3 
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Box 3 


Historical Revisions to the Canadian System of National Accounts 


In October 2012, Statistics Canada published revised esti- 
mates for Canada’s System of National Accounts.' The new 
data reflect the implementation of revised international 
accounting standards, including classification changes, as 
well as new and improved source data and methodologies. 
The nature of the revisions is such that new and old data 
are sometimes not directly comparable. Three revisions in 
particular bear mentioning: 


* Spending on research and development is now capital- 
ized, resulting in an upward revision to the level of both 
business and government investment over history, by 
an average of 5 per cent and 9 per cent, respectively. 
While this contributes to an upward revision to the 
average level of overall real GDP of 3 per cent since 
1981, there is no significant change in the profile of real 
GDP growth (Chart 3-A). The revisions do not alter the 
depth or length of the recent recession, and leave the 
broad profile of the Bank's conventional estimate of the 
output gap roughly unchanged. Revisions to real GDP in 
recent quarters, largely owing to improved source data, 
suggest a slightly faster pace of growth since the begin- 
ning of 2011, resulting in a marginally smaller output 
gap in the second quarter of 2012 than previously 
estimated. 


Chart 3-A: Historical revisions do not significantly change 
the profile of real GDP growth 


Year-over-year percentage change in real GDP; quarterly data 
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Sources: Statistics Canada and 


Bank of Canada calculations Last observation: 2012Q2 


1 Revisions to the National Accounts cover the period from 
1981Q1 to 2012Q2, while revisions to the National Balance Sheet 
Accounts cover the period from 1990Q1 to 2012Q2. 


* The new System of National Accounts redefines insti- 
tutional sectors; in particular, households, non-profit 
institutions and Aboriginal governments are now separ- 
ated out. The revised definition of the household sector 
contributes to a lower estimated level of disposable 
income.? In addition, the estimated level of debt held 
by households has been revised, owing primarily to 
changes in methodology and a new approach to allo- 
cating loans across sectors. As a result, household debt 
relative to disposable income under the new definition 
is higher in recent years, and shows a faster pace of 
increase (Chart 3-B).? Household net worth relative 
to disposable income has also been revised higher 
under the new definition, and is now estimated to have 
rebounded more strongly coming out of the recession, 
partly reflecting more extensive marking-to-market of 
asset values (Chart 3-C).* Finally, the household savings 
rate has been revised downward over most of its his- 
tory, although it has been adjusted somewhat higher in 
recent years (Chart 3-D). At the margin, these revisions 
imply a more vulnerable household sector than previ- 
ously thought. 


Chart 3-B: Household debt relative to disposable income 
now shows a faster pace of increase 


Quarterly data 
Ratio 
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Sources: Statistics Canada and 


Bank of Canada calculations Last observations: 2012Q1 and 2012Q2 


2 Household disposable income is also lower because it now excludes 
interest on household debt payable. 


3 The revisions to income account for most of the change to the level of this 
ratio, while the faster growth of the ratio owes mainly to the revisions to debt. 


4 For instance, valuation of unlisted shares at market value rather than at book 
value added approximately $108 billion to household net worth in 2011. 


(continued...) 
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Box 3 (continued) 


Chart 3-C: Household net worth relative to disposable 
income has rebounded more strongly coming out of the 
recession than previously reported 
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Sources: Statistics Canada and 


Bank of Canada calculations Last observations: 2012Q1 and 2012Q2 


* Updated source data result in a material upward 
revision to the rate of growth of business investment 
since the recession, owing to stronger investment in 
non-residential structures. Hence, business investment 
is now estimated to have recovered to its pre-crisis level 
by late 2011, whereas previous estimates implied that 
recovery had occurred only in mid-2012 (Chart 3-E). 
The stronger recovery in investment implies a higher 
current capital stock. 


Chart 3-D: The household savings rate has been revised 
somewhat higher in recent years 
Household savings rate; quarterly data 
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Chart 3-E: Following historical revisions, the recovery in 
business fixed investment is now closer to its historical average 
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Chart 24: The unemployment rate is consistent with the persistence of some slack 
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Chart 25: The duration of unemployment and the proportion of involuntary 
part-time workers continue to be elevated 
Monthly data 
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a. Expressed in number of weeks, unadjusted, 12-month moving average 
b. Expressed as a percentage of total part-time employment, unadjusted, 12-month moving average 


Sources: Statistics Canada and Bank of Canada calculations Last observation: September 2012 


The Real Economy 


The Bank expects growth in the Canadian economy to pick up in coming 
quarters to a somewhat faster pace than that of its production potential 
(Chart 26). On an average annual basis, real GDP growth is forecast to 
increase from 2.2 per cent in 2012 to 2.3 per cent in 2013 and 2.4 per cent in 
2014 (Table 2). Although available indicators suggest that growth in the third 
quarter of this year was weaker than expected, the annual growth rate for 
2012 is higher than in the July Report, owing largely to revisions that show 
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Chart 26: Real GDP is expected to grow at a moderate pace 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Table 2: Contributions to average annual real GDP growth 
Percentage points® 


ZOU len 20ers Ge0ioee | 2014 

Consumption efos baie Bats 2 hate t2y 2.2) 
Housings ee 10.3 | ‘| -010.0) | -0.1 (0.0) 
Government 0101) -0. a 0.3) | 0303) | 0303) _ 
Business fixedinvestment | | 1.2 ‘ae 4) . lias: 07 i 0. S) i. Me 7 7 (0.8) me | 037 (0.8) : 
Subtotal: Final domestic demand 2731) | | “18 8 (1.7) | DA 253) 23) | 24 1 (2.3) 
Eicmin wh tl (> GS Bic ew - 
imports ss. | -07 60.9) | -08F09 | 130.9 
Subtotal: Net exports Seco. sug 8). i fe 04 0.4) 104) | 0201 | 0302) 
Inventories == s—s—=«idT:«Ci 3 A).—=s«OB 30.0) | 00-01) ae 
GDP rs are Mee Cia lt eon me 4S) 

Potential output 16(16) | 2020) | 2121 | 222) 

Real gross domestic income (GDI)} 3.7(3.8)  1.5(1.6) | 2.8(23) -2.6(2.3) 


a. Figures in parentheses are from the base-case projection in the July 2012 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in the October 2011 Monetary Policy Report. 


stronger growth in the third and fourth quarters of 2011 than previously 
estimated.’ The outlook for growth is broadly similar to that expected in the 
July Report (Table 3). 


The Bank continues to anticipate that consumption and business fixed 
investment will be the primary drivers of real GDP growth over the projection 
horizon, supported by accommodative domestic financial conditions 

(Chart 27). The pickup in growth from its trough in the third quarter of this 
year is expected to be driven primarily by a modest increase in net exports. 
This balances ongoing competitiveness challenges with the projected 


7 Economic growth in the third and fourth quarters of 2011 was 5.8 per cent and 2.1 per cent, respectively, 
revised up from 4.5 per cent and 1.9 per cent. This stronger growth has the effect of lifting the average level 
of GDP in 2012, other things equal, thus contributing to a higher rate of annual average growth this year. 
(See bankofcanada.ca; keyword search: “Measuring Economic Growth.”) 
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Table 3: Summary of the base-case projection for Canada? 


Real GDP (quarter-over- quarter 


percentage change at annual rates) 


Real GDP (year-over-year percentage 
change) 


Core inflation (year-over-year 
percentage change) 
Total CPI (year-over-year percentage 
change) 


Total CPI excluding the effect of the 
HST and changes in other indirect taxes 


(year-over-year percentage change) 


WTI? (level) 


Brent? (level) 


a. Figures in parentheses are from the base-case projection in the July 2012 Monetary Policy Report. 
b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 19 October 2012 
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Chart 27: Private domestic demand is projected to account for most of 
Canada’s economic growth 
Contributions to real GDP growth 
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improvement in the growth of foreign activity, which is expected to pick up 
from an average rate of 3.5 per cent over the second and third quarters of 
2012 to roughly 7 per cent over the projection horizon (Chart 16). The out- 
look for final domestic demand is slightly weaker than in the July Report, 
although the changes are relatively small. While the recent further easing in 
financial conditions and the favourable effects of higher terms of trade on 
Canadian incomes and wealth should provide additional support to 


domestic demand, recent indicators suggest slightly less momentum in 


residential and business fixed investment than previously projected. 


2011 : Mr se ; 
Q4 | | Of O20) 203 904 
210 e180 Aout 40 95° | 926. 26m ier oc. esr oem 
19) | US) USE) ce Oe) ee ene eee eee eee 
Pa ee nad neues (eae Ra eee ee 
eae ZU EE NES eI es) es NC MN Ge ea ae 
Smet Pot eOibre (1G belle. (Paes ea ee 
remem Pca UCU A UE clea see: outlow el ee ee | I 
2.6 bas Pe 12) is p14 145) Ag 207) 2m 0 G0 20 
OO) CA Dt) 18) 2) ee Oe ee eae eee ee 
25 | 22 \eaa | aa | 14 | ta | is-| as | 24) Simo Wo eeo 
(2.5) | (2.2) | (1.6) | (14) | 1.5) | 5) (1.6) 24) | 21) | 21) | 20) | 20) | 20) 
a ei oe eae | “es | o4 | 04 | 04 | 03 | o2 | 92 | on 
04 | (103) 3) | 86) 7) | 8) 89)__-@)__(69) | 8) 88) B) 
1o9 | 118 | 109 | 109 | 113 | 112 | 110 | 108 | 107 | 105 | 104 | 102 | 101 
(109) | (118) | (109) | (100) (99) | 98) | (98) | (98) | (97) | (96) 6) | 95) | (94) 


Growth in household spending has been moderate. Growth in consumption, 
which was weak through the first half of 2012, is estimated to have picked 
up in the third quarter. Housing investment declined in the second and third 
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Chart 28: New construction of multiple-family dwellings remains high 
despite signs of overbuilding 


Adjusted for population aged 25+ years, deviation from historical average, 
per 100,000 people, major metropolitan areas 
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Sources: Canada Mortgage and Housing Corporation, 


Statistics Canada, and Bank of Canada calculations Last observation: September 2012 


quarters, following strong gains over the previous three quarters. 
Nonetheless, with signs of overbuilding, the level of housing investment still 
remains near historical highs (Chart 28). 


It is possible that the elevated level of household debt is beginning to induce - 
a more cautious attitude among Canadian households. As a result, the 

Bank’s outlook for growth in household spending is little changed from the 

July Report, despite the supportive impact of improved financial conditions 

and higher terms of trade in recent months. Growth in consumption is thus 

expected to be moderate over the projection horizon, at a rate slightly below 

that of disposable income (Chart 29), resulting in a small increase in the 

personal savings rate (Chart 30). Residential investment is projected to < 
contract, with its share of the overall economy declining from the current 

elevated level (Chart 31). In this regard, the measures implemented in recent 

months by federal authorities are expected to contribute to a more sustain- 

able housing market in Canada. 


The comprehensive revisions to the System of National Accounts did not ‘ 
alter the recent broad profile of household spending. There are a few note- 

worthy adjustments, however. The household savings rate is now estimated 

to have been higher in recent years than previously reported, although it is 

generally lower than previously estimated prior to 2006 (Box 3). In addition, 
household net worth is now estimated to be higher than previously reported, 
showing a stronger recovery since the recession. Finally, the household 
debt-to-income ratio is now estimated to be 161 per cent as of the second 

quarter of 2012, a more elevated level than previously thought. 


The Bank continues to forecast solid growth in business fixed investment over < 
the projection horizon. This forecast reflects the strong financial positions of 

Canadian firms (Chart 32), favourable credit conditions, high commodity 

prices and the strong Canadian dollar, as well as the impetus to improve 

productivity amid heightened pressures to become more competitive. 

Although these factors have been marginally more supportive to the outlook 
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Government spending is 
expected to contribute modestly 
to real GDP growth 


Chart 29: Growth in personal disposable income is expected to be moderate 
Year-over-year percentage change, quarterly data 


% 
10 


=o 
2007 2008 2009 2010 2011 2012 2013 2014 


— Personal disposable income == Nominal consumption 
Sources: Statistics Canada and Bank of Canada calculations and projections 
Chart 30: The personal savings rate is expected to rise slightly 
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for capital spending in recent months, the projected growth profile for busi- 
ness fixed investment is somewhat less robust than in the July Report 
(Box 3, Chart 3-E). This is mainly because global economic uncertainty 
appears to be having a larger impact on the capital spending plans of 
Canadian businesses, as reflected in the less-positive responses to the 
Bank’s autumn Business Outlook Survey. Moreover, many firms reported 
that following the recent completion of significant projects, they would now 
focus on achieving a more intensive use of existing capital. 


Government spending is expected to contribute modestly to real GDP 
growth over the projection horizon. As in the July base-case scenario, these 
contributions are projected to be considerably weaker than has been typical 
historically (Chart 33), in line with the plans of federal and provincial govern- 
ments to consolidate spending. 
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Chart 31: The share of residential investment in GDP is expected 
to decline from its current high level 
Quarterly data 
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Chart 32: With leverage at historic lows, non-financial firms remain well 
positioned to invest 
Quarterly data 
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The recovery in net exports is expected to remain weak. Growth in Canada’s 
exports is projected to pick up but remain relatively moderate despite 
stronger growth in foreign activity (Chart 16), owing to ongoing competitive- 
ness challenges, including the persistent strength of the Canadian dollar. 
As a result, the level of Canada’s exports is not forecast to regain its pre- 
recession peak until the first half of 2014 (Chart 34). In contrast, the level of 
imports has already returned to its pre-recession peak. Partly as a result, 
Canada’s current account balance has declined from a surplus before the 
recession to a deficit of around 4 per cent of GDP. This sizable current 
account deficit, which has been somewhat larger in recent quarters than 
previously estimated, is projected to diminish gradually over the forecast 
horizon (Chart 35). 
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Chart 33: The contribution of government spending to real GDP growth 
is expected to be modest 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Projected growth in exports is > The projected growth in exports is slightly stronger than in the July Report, 
slightly stronger, with the higher with the higher assumed value of the Canadian dollar only partly offsetting 
assumed value of the Canadian the stronger-than-anticipated growth profile for U.S. business investment 


dollar only partly offsetting 


and the somewhat firmer recovery from low levels of U.S. demand for 
stronger U.S. demand 


housing and automobiles. The projected growth in imports is similar to July, 
despite the higher assumed value for the Canadian dollar, reflecting the 
marginally weaker outlook for domestic demand. As a result, the projected 
contribution to real GDP growth from net exports is slightly higher than in 
the July Report, although it remains relatively modest. 
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Chart 35: Canada’s current account has been in deficit since the start 
of the crisis 
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Sources: Statistics Canada and Bank of Canada calculations Last observation: 2012Q2 


Given the above projection for real GDP, the Canadian economy is s 
expected to gradually absorb the currently small amount of slack in 

coming quarters, reaching full capacity by the end of 2013, slightly later 

than in the July Report. 


Inflation 


Core CPI inflation averaged 1.5 per cent in the third quarter, down from an < 
average of 2.0 per cent in the first half of the year. Alternative measures of core 

inflation have also fallen below 2 per cent in recent months (Chart 36). The 

decline in core CPI inflation has been greater than anticipated, reflecting some- 

what softer prices across a wide range of goods and services. In contrast, a 
gasoline prices have been firmer than expected in recent months, reflecting 

both higher world prices for crude oil and higher margins. As a result, total CPI 

inflation was in line with the Bank’s expectations at 1.2 per cent in the third 

quarter, down from 1.6 per cent in the second quarter and 2.4 per cent in the 

first quarter (Chart 37). 


Inflation expectations remain well anchored. The October Consensus . 
Economics forecasts for total CPI inflation in 2012 and 2013 were 

1.8 per cent and 1.9 per cent, respectively. As reported in the Bank’s 

autumn Business Outlook Survey, almost all firms surveyed continue to 

expect average inflation over the next two years to remain within the 1 to 

3 per cent inflation-control range. Market-based measures of longer-term 

inflation expectations also continue to be consistent with the 2 per cent 
inflation-control target. 


Core inflation is expected to remain subdued in the near term before < 
increasing gradually in coming quarters to reach 2 per cent by the middle 

of 2013, as the economy gradually absorbs the current small degree of 

slack and inflation expectations remain well anchored (Chart 37). In addi- 

tion, growth in labour compensation is expected to stay moderate, con- 

sistent with recent trends in wage growth (Chart 38), thus contributing to 
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Chart 36: Alternative measures of core inflation have fallen below 2 per cent 
Alternative measures of core inflation, year-over-year percentage change, monthly data 
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Chart 37: Total CPI inflation in Canada is projected to remain below 
2 per cent until the end of 2013 


Year-over-year percentage change, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Chart 38: Increases in labour compensation have continued 
to be moderate, on balance 
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—— Average hourly earnings of permanent workers (year-over-year percentage change) 


Note: The 2012Q3 estimates for the effective annual increase in base wage rates for newly negotiated 
settlements is approximated by the average of July and August data. 


Sources: Statistics Canada and 
Human Resources and Skills Development Canada Last observations: 2012Q2 and 2012Q3 


the projected stability in inflation. As previously assumed, the indirect 
effects associated with the restoration of the provincial sales tax in British 
Columbia are expected to have a minor effect on core inflation over the 
projection horizon. 


This projection for core inflation is weaker than in the July Report. Similarly, 
total CPI inflation is expected to remain below 2 per cent for a somewhat 
longer period than previously anticipated, converging to the target by the 
end of 2013. In addition to the lower profile for core inflation, this reflects a 
larger expected decline in gasoline prices from current elevated levels over 
the bulk of the projection horizon. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 39 and Chart 40 depict the 50 per cent and 

90 per cent confidence bands for year-over-year core inflation and total CPI 
inflation from the fourth quarter of 2012 to the end of 2014. 


8 See the April 2012 Monetary Policy Report. 
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Total CPI inflation is expected 
to converge to the target by the 
end of 2013 
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Chart 39: Projection for core CPI inflation Chart 40: Projection for total CPI inflation 


Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 
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— Base-case scenario & 50 per cent confidence interval —— Base-case scenario 8) 50 per cent confidence interval 


90 per cent confidence interval 90 per cent confidence interval 


Source: Bank of Canada Source: Bank of Canada 
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Risks to the Outlook 


The inflation outlook in Canada is subject to significant risks. In particular, 
the Bank’s projection assumes that authorities in Europe are able to contain 


the ongoing crisis, and that the U.S. fiscal cliff will be avoided. Imbalances in 
the Canadian household sector remain the biggest domestic risk. This risk is 


two-sided. 


The three main upside risks to inflation in Canada relate to the possibility 
of higher global inflationary pressures, stronger Canadian exports and 
renewed momentum in Canadian residential investment. 


Global inflationary pressures could be more persistent than currently 
projected if potential output in advanced economies is lower than antici- 
pated or if the substantial, additional monetary policy stimulus provided 
by major central banks boosts prices more than expected. 


Growth in Canadian exports could be stronger than expected if exporters 
improve their competitiveness more rapidly than currently assumed or if 
output growth in the United States is stronger than projected. 


While residential investment in Canada has softened recently after 
reaching record-high levels, it could regain momentum, thereby 
reinforcing existing imbalances. 


The three main downside risks to inflation in Canada relate to the European 
Crisis, weaker demand for Canadian exports and the possibility that growth 
in Canadian household spending could be weaker. 


Failure to contain the crisis in Europe is the most serious risk facing the 
global and Canadian economies. The effects on Canada through finan- 
cial, confidence and trade channels would be substantial, given the size 
and importance of the euro area to the global economy. 


Demand for Canadian exports could be weaker than expected if the 
authorities in the United States do not smooth the path of fiscal consolida- 
tion to avoid the fiscal cliff, if the slowdown in emerging-market economies 
is greater than expected, or if unconventional policy measures undertaken 
by foreign authorities have an outsized effect on exchange rates. 


Continuing high household debt levels in Canada could lead to a sharper- 
than-expected deceleration in household spending. Relatedly, if there 
were a sudden weakening in the Canadian housing sector, it could have 
sizable spillover effects on other areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 
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based on data received up to 19 October 2012. 


The global economy has unfolded broadly as the 
Bank projected in July. The economic expansion in 
the United States is progressing at a gradual pace. 
‘Europe is in recession and recent indicators point 
to a continued contraction. In China and other major 
emerging economies, growth has slowed somewhat 

~ more than expected, though there are signs of stabi- 
lization around current growth rates. Notwithstanding 
the slowdown in global economic activity, prices for oil 
and other commodities produced in Canada have, on 
average, increased in recent months. Global financial 
conditions have improved, supported by aggressive 
policy actions of major central banks, but sentiment 
remains fragile. 


In Canada, while global headwinds continue to restrain 
economic activity, domestic factors are supporting a 
moderate expansion. Following the recent period of 
below-potential growth, the economy is expected to 
pick up and return to full capacity by the end of 2013. 
The Bank continues to project that the expansion will be 
driven mainly by growth in consumption and business 
investment, reflecting very stimulative domestic financial 
conditions. Housing activity is expected to decline from 
historically high levels, while the household debt burden 
is expected to rise further before stabilizing by the end 
of the projection horizon. Canadian exports are projected 
to pick up gradually but remain below their pre-recession 
peak until the first half of 2014, reflecting weak foreign 
demand and ongoing competitiveness challenges. 
These challenges include the persistent strength of the 
Canadian dollar, which is being influenced by safe-haven 
flows and spillovers from global monetary policy. 


After taking into account revisions to the National 
Accounts, the Bank projects that the economy will 
grow by 2.2 per cent in 2012, 2.3 per cent in 2013 and 
2.4 per cent in 2014. 


Monetary Policy Report Summaky.. 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s outlook 


Highlights 


* Global economic activity has slowed, as 
expected in July. 


« In Canada, following the recent period of 
below-potential growth, the economy is 
expected to pick up and return to full capacity 
by the end of 2013, slightly later than in July. 


» The Bank projects that the economy will grow 
by 2.2 per cent in 2012, 2.3 per cent in 2013 and 
2.4.per cent in 2014. 


* Core inflation is expected to increase gradually 
over coming quarters, reaching 2 per cent by 
the middle of 2013. Total CPI inflation is 
projected to return to target by the end of 
2013, somewhat later than previously anticipated. 


» On 5 September and 23 October, the Bank 
maintained the target for the overnight rate at 
1 per cent. 


Core inflation has been lower than expected in recent 
months, reflecting somewhat softer prices across a wide 
range of goods and services. Core inflation is expected 
to increase gradually over coming quarters, reaching 

2 per cent by the middle of 2013 as the economy gradually 
absorbs the current small degree of slack, the growth 

of labour compensation remains moderate and infla- 
tion expectations stay well anchored. Total CPI inflation 
has fallen noticeably below the 2 per cent target, as 
expected, and is projected to return to target by the end 
of 2013, somewhat later than previously anticipated. 


y, SUMMARY 


BANK OF CANADA * MONETARY POLICY REPORT * OCTOBER 2012 


The inflation outlook in Canada is subject to significant stronger Canadian exports and renewed momentum in 
risks. The Bank’s projection assumes that authorities in Canadian residential investment. 

Europe are able to contain the ongoing crisis, and that 
the U.S. fiscal cliff will be avoided. Imbalances in the 
Canadian household sector remain the biggest domestic 
risk. This risk is two-sided. 


The three main downside risks to inflation in Canada 
relate to the European crisis, weaker demand for 
Canadian exports and the possibility that growth in 
Canadian household spending could be weaker. 
The three main upside risks to inflation in Canada relate 

to the possibility of higher global inflationary pressures, 


Projection for global economic growth 


| b 
| Share of real global | Projected growth (per cent) 


GDP® (per cent) 2011 | «= 2012—ti(‘(<ié‘«‘isti‘<‘é lO 
UnitedStates | 19 ie da. Go ese ec ome 
Euroarea 14 | 45 (45) | -05¢06) | 04103) | 1.0(1.3) 
Japan | 6 0.7607) | 22(25) | 1.00.3) | 1109) 
China | 14 303) | 7678) | 77778) | 77(78) 
Rest of the world | 47 3(4.3) | 3.23.2) | 3162) | 3.30.3) 
World | 100 3.8(3.8) | 3.031) | 3131) | 3.5(35) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2011. Source: IMF, World Economic Outlook, October 2012 


b. Numbers in parentheses are projections used for the July 2012 Monetary Policy Report. 
Source: Bank of Canada 


Summary of the base-case projection for Canada? 


2011 | 2012 2013 
O41 01,5), G2 | 03 | O4, 1,01 4 .02.)03).04 


rae cs 


I) 
wo 
SS 
De) i 
nm 
Ne) 
nm 
nm 


Real GDP (quarter-over-quarter 21 lets: e490. | 10 lu eSagie Oule 266 a2ed2s. J 
percentage change at annual rates) US) 1-9) | 1-8) ZO) (2 oie) 24) ae O27) | (255) Sie (223) male (222) alae) 
Real GDP (year-over-year percentage peD Ami a2 2.9 ler 1.8 2.0 De 2.5) DENN A 2.4 Poy 2 
change) | 2.2) | (1.8) | @5) | 1.9) | 20) | 21) | 23) | 24 | @5) | es) | C8 | 24 | 23) 
Core inflation (year-over-year Co tes Oe UC i oat ss 1.6 | rads gee ate ed 2 Dae lel 20 
percentage change) | 2.1) | 24) |-@.0)-| (1.9) | (1.9) | (1.9) | @0) | @o) | 21) | er) | @oy | @o) | @o) 
Total CPI (year-over-year percentage ee) | 2.4 1.6 qe2 18 | 1.4 1.4 leva 2.0 | 2.0 2.0 2.0 2.0 
change) 2B) 24) ie eee PG Ole (CSS US 12 OF pe Or (2.0 1 2.0y 7) 2.0) Pe) 
Total CPI excluding the effect of the 25: | ee 1.4 et rt pia 1189) pits! 2.1 Pip) 2.0 2.0 2.0 
HST and changes in other indirect taxes | (2.5) | (2.2) (1.6) (14) (1.5) | (1.5) (1.6) (24) (21) | (24) (20) (2.0) (2.0) 
(year-over-year percentage change) | 
WTI (level) | 94 | 103 93 92 Se Ys! 94 94 94 | 93 92 92 91 

| (94) | (103) | (93) | (66) | (87) } (88) | (89) | (89) | (89) | (68) | (88) | (7) | (7) 
Brent? (level) | 109 | 118 109 109 WS |) ae 110 108 107 105 104 102 101 


| (109) | (118) | (109) | (100) | (99) | (98) (98) (98) (97) | (96) (96) (95) (94) 


a. Figures in parentheses are from the base-case projection in the July 2012 Monetary Policy Report. 
b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 19 October 2012 


SUMMARY 


Overall, the Bank judges that the risks to the inflation of monetary policy stimulus will likely be required, 
outlook in Canada are roughly balanced over the consistent with achieving the 2 per cent inflation target. 
projection period. The timing and degree of any such withdrawal will 
Reflecting all of these factors, on 23 October, the OO ee ey aed lo daland. cole ste 


developments, including the evolution of imbalances 


Bank decided to maintain the target for the overnight 1 HOON SERB CeIOR 


rate at 1 per cent. Over time, some modest withdrawal 


Real GDP is expected to grow at a moderate pace 


2008 2009 2010 2011 2012 2013 2014 


—— Year-over-year percentage [MM Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
--- Base-case projection SSN Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Total CPI inflation in Canada is projected to remain below 2 per cent 
until the end of 2013 


Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 2013 2014 


——- Total|GPl "Core CPI "Target Control range 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


B 


A 


SUMMARY 


Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: www.bankofcanada.ca 


Monetary Policy Report (January, April, July and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly)* 

Business Outlook Survey (January, April, July and October) 
Senior Loan Officer Survey (January, April, July and October)* 
Speeches and Statements by the Governor’ 

Bank of Canada Banking and Financial Statistics (monthly)* 
Weekly Financial Statistics (published each Friday)* 


Renewal of the Inflation-Control Target: Background 
Information 


Annual Report* 


Available only on the Bank’s website 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


Conference Proceedings 

Conference volumes published up to and including April 2005 
are available in print and on the Bank’s website. Print copies 
can be purchased for Can$15 plus applicable taxes. Papers and 
proceedings from Bank of Canada conferences, seminars and 
workshops held after April 2005 are now published exclusively 
on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers* 
Technical Reports, Working Papers and Discussion Papers are 
usually published in the original language only, with an abstract 
in both official languages. Discussion Papers deal with finished 
work on technical issues related to the functions and policy- 
making of the Bank. They are of interest to specialists and other 
central bankers. 


The Bank of Canada’s Vonetary Policy Report is published quarterly in January, April, July and October. 


Print copies of the Report and the Summary may be obtained by contacting Publications Distribution, Communications Department, 


Bank of Canada, 234 Wellington St., Ottawa, Ontario, Canada K1A 0G9 


Telephone: 1 800 303-1282; email: publications@bankofcanada.ca; website: www.bankofcanada.ca 
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